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PREFACE 


The appearance of a new booh on a subjet t on winch there 13 
ahead} a surfeit of literature calls for a rational and convincing cxpla 
nation There need however, be no apology m the least for presenting 
to the student community this volume which is an attempt to dis- 
cuss the problems of Money Emplo} merit and Fluctuations from 
an entirely new angle, the aim being to see the problems from the 
stand point of economic growth rather than economic stability 
Here to fore tradition is obsessed with the problems of stability 
It is on!} during recent jcnrsln the wake of the problems, follow 
ing the close of the Second W orld War that a new angle has come 
into existence There is still plenty of scope for ro examining all 
the old problems with a fresh vision 

The role of money, the quantity equations tho importance of 
banking and the rate of interest and < ther allied phenomena of 
eignif eince w ould stand in a unique light v hen looked at from tho 
angle of economic development of the backward economics The over 
populated and under dcvplopcd countries suffer seriously from a good 
deal of uncmplojmcnt open bb well ns disguised and a correct 
understanding of the implications of idle man power from tho 
angle of growth could bo of immense theoretical interest and 
practical import A heavy progiamme of industrialisation under 
the general framework of a free society is quite likely to introduce 
in tho economy the violent fits and starts of industrial 
fluctuations It would bo imperative to examine, this question 
do novo from the angle of the recently developing backward 
economics 

The prnnar} object has all along been to assist tho students 
to face the examination with bold fearlessness If the logic be 
sharp and cutting, the language lucid and sweet and the angle of 
treatment fresh and buoyant, learning becomes a rare pleasure The 
students can conveniently combine profit and pleasure in reading tho 
present volume on money, employment and fluctuations 
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total sum of currency or through an increaso in the velocity of 
circulation of money or through the expansion of bank credit tends 
to push up the prices, given a certain supply of goods and services 
A nse in prices creates in the minds of the entrepreneurial classes 
hopes of reaping a rich reward of profits The entire economy gets 
ahead booming with increasing employ ment, income and output 
The acquisition and a cumulation of money during the early stages 
of a boom seems to intoxicate the entrepreneurial classes into 
intense activity which leads to such a grent over supply of com 
modities that there is a glut of unsold stocks in the market The 
result turns out to be a “crash The prices fall, profits dwindle, 
workers are disbanded, unemployment increases, incomes fall, de 
mand slackens, prices ore pulled down still further with mounting 
miseries to every section of the society All this happens because 
of falling prices which is nothing but a monetary phenomenon 

The Keynesian analysis of the instability of the capitalistic 
order assigns a big weightage to the role of money and prescribes, 
therefore, appropriate monetary and fiscal measures to counteract 
the ups and downs of business The open market operations of the 
Central Bank (the sale and purchase ot securities), the bank rate 
policy, the reserve ratio policy, the taxation policy of the State, the 
scheme of public works etc are all to be bo designed as to create 
suitable monetary conditions fer the stability and progress of the 
economy The measures suggested by Keynes do not propose to 
deal any blow to the democratic framework of the society It only 
implies a certain amount of State intervention with a view to inject 
or withdraw money in accordance with the needs of the economy 
and adopt appropriate contra cyclical measures 

In a socialist economy, money is assigned mcicly the role of a 
servant and not that of a master In fact, the USSlt experiment 
ed for a brief period of time with a money less economj but the 
need for the proper functions of money— a medium, a measure 
a standard and a store, was so great that they had to res 
tore the use of money All the same, money in a socialist economy 
is not at all allowed to act as a guide to production The produc 
tion programme of socialist economy is gov erneci by tho predilections 
and judgement of the Central Planning Board and money has I 
nothing to do with drawing up i plan Planning is primarily physi ' 
calm character in the sense that nn actual survey of resources is 
conducted and on the basis of the availability of the factors of 
production and needs of the economy as seen by the planners an 
allocation of resources is made to various sectors of the economy 
Things in a socialist economy are not left to the erratic fluctuations 
of the monetary demand that play Buch a great havoc in a socialist 
economy With the abolition of private business distribution m a 
socialist economy does not depend on a scramble for exploitation 
Money, of course, is used as a medium of distribution but the 
pattern of distribution docs not affect the size and composition of 


I 
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production with the same intensity as it happens in a capitalist 
economy Superfluities and wastages from the social angle are 
reduced to the minimum Fluctuations do not occur on account 
of the role of money In other wrrds in a socialist economy, 
money is completely under the control of the St3te and money 
does not exercise any control of its own in a socialist economy 
In a capitalist economy money' is the master and in a socialist 
economy money is the servant 


POINTS TO REMEMBER 

] The classical theorist* neier faced the real problems of a 
capitalist society squarely They assumed auay the existence 
of the problem itself 

2 On the basis of Ray's Law, it was presumed that full employ- 
ment w normal excepting for brief lapses due to frictional 
causes 

J Every capitalist economic activity clusters around the pilot 
of money 

4 The Keynesian analysts of the role of money in capitalist 
society differs sharply from that of the classicists 

5 Money, the servant, plays the role of money, the master , 
under capitalism 

6 Money in a socialist economy does not play the same 
decisive role 


EELfcCr READINGS 


1 Keyeu* 

2 Halm 

3 Crowthei 

4 GDI! Cole 


Central Theory 
Mont j 

Outlines oj Money 
Money, its prttent and future 


Q. 2. ‘Money itself creates nothing, it is a means to an 
end it is a lubricant of ’ Discuss ( Agra 195S) 

‘Money is quite indispensable for the functioning of market 
economy’ Discuss { Allahabad 1957) 

“The importance of money essentially flows from its being a 
link between the present and the future ” (Keynes) Comment 

TJxjli) 

Ans. After centuries of gradual evolution, there emerges an 
economic system based on exchange in terms of money with the 
slow decay and disappearance of barter which in the course of the 


MONEY" — LINK BETWEEN PRESENT dWD EUTOBE 6 

fl ow of history brought into existence crude forms of money. It 
was primarily because of the difficulties inherent in the sjstem of 
barter that there arises the need for a smooth medium of exchange 
and unit of account so that commercial transactions could be 
carried on without the obstructions felt under barter The ap- 
pearance of money as a medium of exchange and store of value 
revolutionises the world of commerce and paves the way for the 
large scale capitalistic mode of production with the help of scientific 
inventions The invention of money to play the role of medium 
of exchange and store of value, and to provide a convenient unit of 
account is in point of fact nothing short of a revolution Under the 
new sjstem of production, distribution and exchange, all economic 
units work on the basis of money profits, money-costs and money- 
prices 


Demand pattern reflects itself in production pattern, which in 
turn determines the structure of demand pattern for factors of 
production which in turn influences the demand for finished com 
modities Thus money on the one hand provides us with a price 
mechanism which is an essential regulator of all economic activities 
in the absence of central planning, and on the other it helps in 
smoother working of the economy by removing obstructions of 
barter. 

Had money confined itself to the function of medium of 
exchange only people could not have wished for better But in 
reahtj, being a medium of exchange implies the possession of 
value 1 and when value is to be stored, it may ns well, or rather 
preferably, be stored in the form of an asset which is the medium 
of exchange rather m the form of one which is not Older writers 
were m the habit of viewing money as a medium of exchange or at 
least considering store value function of monej ns of sufficiently 
little significance Money had its inn value which was determined 
bv demand ond supplj and we find two main versions of tho quantity 
t boot} of monej emphasizing either one or the other of the two 
The Cambridge version of the quantity theory emphasized the 
demand side of money and though gradually the fact that monej 
was not so simple and obedient a servant dawned upon the intellect 
uals the fact was recognized rather slowly As Prof Pigoii puts 
it, the economists w ere in the habit of considering money as “a veil 
behind which the action of real economic forces is concealed " 
According}}, we find textbooks on economic tfieorj dealing with 
real economic analj sis and considering some special problems of 
money only at the end or not at all 


1 A person would not accept anything in exchange unless he was sure 
that ,n turn he would bo able to exchange it for something which is of value to 
lu»n Technically, therefore, he is storing value for a stipulated period and 
this period maj be prolonged or shortened b> him 
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They failed to recognize that one of the main forces providing 
dynamism to the economy is found m the existence of money itself 
It is money which provides a link between the present and the 
future by acting as a store of value 

But alas' this store of value is not a dependable thing There 
is an element of risk that this store may get depleted or replenished 
unpredictably and at unwanted times Transaction type approach 
to quantity tbeoiy was ignoring the possibility of our store of 
value differing from our calculations before we turn it over to 
somebody else But the problem is there and has to be faced 

To straighten out the tangle we consider a simple situation 
in which people are using money both for transaction purposes as 
well as for storing wealth In the market the value of money is to 
be determined by the current supply of goeds and services eis a via 
the current flow of money Therefore if today people decide to 
save more in terms of money, the value of money rises in terms of 
other commodities and if they decide to save less or if they bring 
into market money saved in the past its value is bound to fall 
Now precisely here the difficulty arises All calculations have to 
be made »n teims of money yields and money coats money is thus 
acting as a link or bridge between the present and future But 
this link is quite a weak link entailing all sorts of grave dangers 
No one can predict with certainty whether at a certain time m the 
future supply of money will be relatively more or less as compared 
with the supply of goods and services But everyone has to ma*ko 
a guess as best he can and act accordingly Expectations hare to 
be there and activities are based upon them Keynes has been empha 
sizing the role of expectations in his writings Marginal efficiency 
of capital which is a major force in the determination of investment 
and hence income of the community is nothing but expected yield 
on investments Further there are technical reasons because of 
which there is a time lag between plans of investment, actual 
investment, and its fructification Investments have to be made 
on the basis of future expected yields and contracts have to bo 
entered into with various factors of production regarding the 
payments for their services in money terms But there is no 
contract or guarantee regarding the pTice which the finally produced 
commodity will fete h and therefore however bright the future may 
look it is always uncertain and this uncertainty increases with the 
length of the gestation period of investment 

Clearly as price expectations (the inverse of which is expect 
ations of value of money) guide the economic activities whenever 
*Ji«y rpw/c&Isft. a. disaster. 13. sqejleii, whir h.m.tiirrL may, inclumthe. 
investors to have very low faith in future and curtail their invest 
ment plans In an unplanned and uncontrolled economy where 
money rules through the formation of prices such events are 
quite commonly experienced in the form of ups and downs of trade 
cycles Keynes was right in saying * Unemployment the precarious 
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life of the worker, the disappointment of expectation, the sudden 
loss of savings the excessive windfalls to individuals, the specu 
lator, the profiteer — all proceed, m large measure, from the 
instability of the standard of value 1 

This instability of the value of money, or prices, is the mam 
reason of our wastage of economic resources There are periods of 
inactivity and periods of overworking of our capital and labour 
resources Against possible future demand, there may be over 
capitalization in businesses and if there is not, then you are not able 
to meet abnormally high demand which is likely to be there time 
and on Against the risk of losing customers when demand is 
there, you run the ris of investing for a period when demand 
will not be there “It is often supposed that the costs of 
production are three fold, corresponding to the rewards of 
labour, enterprise, and accumulation But there is a fourth 
cost, ttz ri^k, and the reward of risk bearing is one of the heaviest, 
nnd perhaps the most avoidable burden on production This 
element of risk is aggravated by the instability of the standard of 
value 1 

It is not only these economic disadvantages in tho form of 
trade cycles, lo^s of production and unnecessary payment of rentier 
incomes to profiteers and speculators which flow from the changing 
value of money but grave social dangers also Money may be used 
to bring about greater social justice and well being through 
taxation budgeting for social welfare and adopting fiscal and 
monetary measures for economic development In U & S ft w<i 
have the extreme example of wiping out the moneyed class through 
depreciation of the roubles after the Bolshevik Revolution But in 
a free market economy social injustice flowing both from rising 
nnd falling price* is too well known to be narrated in any detail 
Evils of inflation and deflation as reflected in the relative distribu- 
tion of wealth and income need no recounting But even from the 
pure economic point of view fluctuation* in the \alue of money 
are equally dangerous ‘ For the moment it is enough to note that 
the redistribution of real wealth effected by changes in the value of 
money has a secondary effect on the total of real w ealth produced, 
by reason of its influence on the decisions of business men 3 Not 
that we shall get nd of all evils by simply eliminating money Use 
of money has to he there in one fi rm or other in e\ ery society 
which can claim any economic advancement and so long as there 
are some assets which have liquidity and which have value, there 
will always be the existence of money (eren if it is in a crude form) 
“At all tunes, in any society money will be needed for any complex 
economic society 4 And to the extent thiB money exists, there 


} Keynes Tract on Monet iry Reform, p r 

2 KeyneB Tract pp v v . 

3 Honor Croome — In troducO on to Monty p it 

4 Ibid— p 9o 
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will be expectations, uncertainty and attendant dangers We can 
only have rigid controls by which the evil effects of money may be 
minimized but so long as it is given freedom, it will always be 
dangerous We must use money to lubricate the wheels i f our 
economy, but at the same time we must be prepared to accept the 
accidents which are bound to take place 

POINTS TO REMEMBER 

J Money «s to be considered tn terms of its tuo essential 
features the medium of exchange function helps tn the 
smooth working of the economy the store of value function 
often obstructs this smooth working 

2 Through the store of value function money acts upon the 
expectations of economic units It acts as a link between 
the present and the future 

3 Money as a store of value is dangerous because prices may 
change unexpectedly An economy can hate trade cyclto 
essentially only if it has money acting as a store of talue 

i Money spells this disaster (and social injustice also) because 
all economic calculations are made tn money terms there 
are contracts and gestation periods of investment and 
hence there arises the possibility of profiteering and 
speculation 

5 Changes in the value of money lave their social nils also 

0 We cannot eliminate the use of money We can only reduce 
its tuls by curtailing its certain functions and by adopting 
a central regulation of the economy 

SFLFCT PFADtNOS 

t Keynes Trod on Alonetar j Reform 
2 Honor Croome — Introduction tn Monti 
H Pigou — ft l of Montj 
4 Peal E ni g — Infia t on 

Kr\n«« — Offer'll Tl eory Ok XV} I 


Q 3. What u the social significance of money ? Do you 
advocate redistribution of incomes tn a community ? If so 
suggest methods ( Agra 1937) 

What is the social significance of money ? Is money all 
powerful in a capitalist economy ? Explain clearly (Agra I960) 

Ans The social significance of money in a capitalist society 
originates from the decisive influence which money exercises on 
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the volume of production, and the pattern of distribution both 
of which hold a profound significance in promoting the cause 
of human welfare In a society in which production is organised 
primarily for exchange in terms of money, there is an imperative 
need for a suitable medium of exchange in order to overcome 
the difficulties of barter The value of every commodity to be 
exchanged is measured m terms of the standard value represented 
by the unit of accounting ns embodied in the legal currency of the 
country It not only facilitates exchanges by providing a suitable 
medium, but also enables certain individuals to amas3 enormous 
fortunes just by piling up currency notes instead of maintaining 
big godowns filled with rich conglomeratic n of a diversity of 
commodities which would bate been the case had there been no 
money at all Apart from the traditional four f Id functions of 
money-*a medium, a measure a standard and a store, each of which 
has a social significance of its own the most important function 
of money from the social angle emerges from the influence and rolo 
of money in the determination of the total volume of output and 
the pattern of distribution of the capitalistic order of society 

In a completely monetised exchange economy the division of 
the net national product ameng the members of the community 
takes place on the basis of the apportionment of purchasing 
power Those that receive a larger quantity of purchasing 
power can command a greater share < f the national incomo 
than what could be claimed by persons with a lesser amount 
of money The rewards to the four fictors of production 
that collaborate in the process of creation of wealth and 
income are determined in the form of sums of monev to be alio 
cated to them for their respective services Rent, interest wages 
and profits are determined in terms of sums of monej earned per 
unit of time Tho only exception to this rule w ould be producers 
hi e farmers who consume a good proportion of their own produce 
In general in any advanced economy, tho di\ tsion of the net naticn 
ill product among the members of the society must tal t place on 
the basis of the divisir n of purchasing power The social signifl 
cance of money in a monetised economy obviously emerges from 
the fact that one s share m the national income depends on one b 
command over money 

In the competitive aquisitive type of societies one can easily 
appreciate the infinite struggle for the aquisition and accumulation 
of money in view of the enormously formidable power which 
rniKrej rests cn its master fa camera rrd enrryfimg th-it is subject 
to exchango m terms of money and there are really very few rare 
things indeed that aro not subject to exchango fir money The 
mobilityof the factors of production into various directions is 
normally conditioned by the prospects of higher earnings The 
entire productive mechanism of a capitalist society is organised 
w ith the hope of reaping a rich monetary reward, the pursuit of 
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money becomes almost the be all and end all of all economic 
activities Money the servant becomes money the master 
Money is actively divested of its neutral role and m fact the pro 
gress and prosperity of a capitalist society hinges largely on the 
role played by money 

The size and composition of th,e net national product is largely 
determined by the pattern of distribution of the monetary income 
Production in a capitalist society is organised for profits m anti 
cipation of a future demand Tl e aggregate demand of the entire 
community as well as the demand of particular sections for parti 
cular products would be governed by the pattern of distribution of 
purchasing power In a society in which there are great inequalities 
in the distribution of purchasing power there are two s gmficant 
probable consequences If the wealthy minority happens 
to be endowed with a great propensity to save, there is 
likely to be great deficiency in aggregate demand in case the 
propensity to save is not matched by a corresponding propensity to 
invest Should the rich happen however to be endowed with a 
strong propensity to consume the demand for comforts and luxuries 
is all likely to be disproportionately greater than the demand for 
necessaries The vast majority cannot translate their barest of 
necessaries into demand due to their inadequate command over 
purchasing power In the case of the former a deficiency of aggre 
gate demand would lead to a fall in the total volume of production 
and the eci nomy wonld be exposed to the chronic threat of a 
depression round the corner due to the unstable nature of the de 
roand for goods and services depending on the whims and fancies 
of the rich The latter case in which the wealthy are endowed 
with a strong propensity to consume there would be a distortion 
of demand in the sense that the resources of the societx would 
be directed to the production of the superfluities of the rich at the 
cost of the barest necessities of the poor 

In order to stimulate a rise m aggregate demand and rectify 
the distortion of demand too heavily tilted in favour of comforts 
and luxuries at the cost of necessaries it is imperative to reduce 
the inequalities in the distribution of wealth and incomes A reduc 
tion of inequalities is likely to he productive of a much greater 
economic and social welfare than what we have in a community 
in winch a small minorit} wallows in wealth and the vast majority 
Jives eternally on the verge of destitution There is a strong case 
for reduction of inequalities Economic oligarchy is hardly 
compatible with political democracy In spite of the theoretical 
objections to the inter personal con panson of utility and the 
Jawnf diminishing marginal utility as a/gxbed to mCAine it .is> 
contended by Pigou that there is a strong and convincing case for 
the reduction of inequalities 

Inequalities arise mainly out of two sources (a) differences in 
the inborn and acquired abilities of individuals and (b) differences 
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in the ownership of property The latter 19 far more important 
than the former 

Differences in ability could be considerably reduced by the 
dissemination of facilities for education. The denial of opportuni- 
ties for training renders the children bam in poor families in a 
state of disability Those who ore born in well to do families start 
off with all the advantages of a good material heritage Secondly, 
differences arising out of property could be reduced to a significant 
extend by a progressive scheme of taxation subsidies and grants 
A gradual reduction jn inequalities could be thought of by adopting a 
scheme like the one advocated by the Italian economist Rignano 
The adoption of the w elfare ideal bv the Stnte also goes a long 
way in reducing inequalities Tho communists would advocate a 
complete abolition of private property in order to reduce inequali 
ties They would like to practise a principle like 'from each 
according to his ability and to each according to his needs ' 

POINTS TO ItEMEMBTO 

1 The social significance of money in a capitalist society 
originates from the influence of money on production and distribution 
of Health and income 

2 Jn a completely monetised economy the dmsion of the net 
national product among the members of the community tales place on 
the basis of the division of the monetary income 

3 In a capitalist economy, the pursuit of money ts the major 
occupation of the majority of the people 

4 There is a regular relationship between the pattern of dis- 
tribution of money and (he size and composition of production 

5 Great inequalities bring about a general deficiency as well as 
a distortion of demand 

6 Me can reduce inequalities tetlhm the democratic f ante work 
by the adoption of suitable fiscal and monetary measures 

SELECT READINGS 

.. 1 Meade Economic Annlyim & Pol cy 

2 Bye and Hewett Applied Economic* 

3 Dalton Public Finance. 


Q 4. Critically examine the 'Quantity Theory of Money.' 

{Rajasthan 1059) 

Examine critically the quantity theory of money What 
recent advances have been made in the theory dealing with deter- 
mination of the value of money ? {Agra 1957) 
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‘The quantity equations remain the most illuminating 
summary ol the forces determining the general level of prices.’ 
Examine critically the above statement. (Agra 1959) 

Give a critical appraisal of the quantity theory of money in 
the light of modern economic theory (Allahabad I960) 

• The more we think in terms of logical dependence rather 
than mere chronological sequence, the less reason we shall find 
to quarrel with the quantity. theory of money as embodied in the 
well known equations.” Discuss 

‘‘The ‘quantity equations’ themselves are nothing more or less 
than shorthand expressions designed to indicate the nature of 
the variables whose operations can be shown to influence prices ” 
Discuss. ( Karnalal I960) 

Examine the arguments by which Keynes attempts to 
prove that this Quantity Theory is not necessarily valid even in 
conditions of full employment ( Calcutta 1957 ) 


“The quantity theory is over-simplified. But in times of 
inflation it comes into its own ; and in those times it is so impor- 
tant that we should preach the Quantity Theory in season and 
out of season ” (Samuelson) Discuss (Poona I960 ) 


Ans Fisher's Quantity Theory of Monev or tho Equation of 
Exchange -tates tint there is a direct and pioporttona) relationship 
between the quantity of money and the price level so that when the 
quantity of mi ncj m circulation increases, the price level rises 
(or valueof mon»y falls) in exactly the same proportion and vtee 
versa 

The Quantity Theory of Monev although assr ciated with tho 
name of the American economist Prof Irving Fisher, its origin 
can be traced back to Bodm, Cantillon and Hume who gave rough 
formulations of the idea embodied in the thee ry J S Mill, however, 
gave a clear statement of the quantity theory of money He 
opined “The value of money, other things being the same, 
vanes inverse!} as its quantity , every increase of quantity lowers 
the value and every diminution raising it in a ratio exactly equi- 
valent” 1 In the same way, Taussig stated, “Double the quantity of 
money and other things being equal, prices will bo twice as high 
as bcf< re, and the value of money one half. Halve the quantity 
efmone}’ and other things being equal, prices will be one half of 
what thpy were before and the value of money double "* 

Fisher enunciated the Quantity Theory of Money in his 
book Purchasing Pouer of Money published in 1911 The credit 
of Fisher lies in that he represented this theory in terms of an 


1 J S Mill, Political Economy, Vol II, p 15 
> Taussig, Principle* of Economic*, Vol I, p 2^0 
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algebraic equation called tho equation of exchanqe and clearly 
brought out the assumptions underlying tho theory He stated 
that 

MV = PT 

t e , Supply of Money =Dcmand for Money 



where 

M represents the quantity of money m circulation including 
both coins and bank notes but excluding bank reserves and the 
money held by tho Treasury 

V refers to the velocity of money in circulation and is obtained 
by dividing the aggregate volume of money payments in a given 
period by the units of money in circulation The velocity of cir 
culation of money shows tho average number of times a unit cf 
money changes hands 

The product of M and V gives us the aggregate effect ne Bupply 
of money during the given period. If a rupee note performs on 
the average 5 transactions and the total number of notes in cir 
culation is 1000 croreg then the total valuo of transactions which 
can be done with these notes is Us 1000 x 6 crorcs = ItB COOO crores 
TbiB is the supply of money during the given period of time 

P represents tho general price level T represents the total 
volume of transactions for which money j aytnents are made , it 
includes goods, services and securities and is equivalent to tho 
physical volume of trade 

The product of P and T gives us the demand for money Tho 
supply of money must at any time bo equal to the demand for 
money In other words MV must be equal to PT A doubling of 
M, V and T remaining constant must bring about a doubling of P 

But in the modem economic system money' consists not only of 
the bank notes and coins but bank deposits also perform the 
function of money Fisher has therefore extended tho equation 
of exchange to include tho bank deposits also If M represents 
tho amount of bonk deposits and V , tlio velocity of circulation of 
tho bank deposits, then the equation of exchange takes the 
form 

MV4-M v =spT 

; or . . 

v Tho fundamental thesis which Fisher seeks to establish in the 
equation of exchange is that the price level or the value of money 
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is a function of the quantity of money only Let us suppose that 
M or the quantity of money is doubled , what is the influence ol 
this upon other magnitudes of the equation ? 

The normal effect of a doubling of M is to double M' (bank 
deposits, as “under any given conditions of industry and civili 
sation, deposits tend to hold a fixed ratio to money in circulation" 
and thus “the inclusion of M' does not normally disturb the quanti- 
tative relation between money and prices “ 

The change in M, Fisher contends, has normally no effect on 
the velocity of circulation V is the average rate of turnover and 
depends not upon M hut upon the “monetary habits” of the indivi- 
duals Each man’s adjustment of money is, of course, somewhat 
rough and dependent largely upon the accident of the moment 
t e , there is no definite relationship between expenditure and the 
actual quantity of money But in the long run and for a large 
number of people Fisher assumes V to be given and constant. 
The factor V will depend upon ‘density of population, commercial 
customs, transport and other technical factors and not on the 
quantity < f money ” 

Similarly Fisher contends that a change in the quantity of 
money does not affect the volume of trade, T As he has put it, 
“The stream of business depends upon natural resources and 
technical conditions, not on the quantity of money " 

Thus all the elements V, V' and T having been shorn of their 
fluctuating tendencies, Fisher succeeds in establishing a direct 
nexus between the price level P and the quantity of money in 
circulation, M of such a nature that the purchasing power of money 
becomes a direct inverse function of its quantity As he has put 
it, “One of the normal effects of an increase in the quantity of 
money is an exactly proportional increase in the general level of 
prices We find nothing to interfere with the truth of the 
quantity theory that variations m money (M) produce 
normally proportional changes in prices "* 

Keynes in his book Treatise on Monty poses a crucial question 
namely, what is the fundamental task of the monetary theory ! 
Keynes observes that the fundamental task of monetary theory is 
not merely to establish identities or statical equations relating 
the turnover of monetary instruments to the turnover of goods 
traded for money The real task of such a theory is “to treat the 
problem dynamically ’ , analysing the different elements involved 
in such a manner as to exhibit the causal process by which the 
price level is determined, and the method of transition from one 
position of equilibrium to another From this point of view, the 


I Fisher, op cit , p 183. 
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Fisher quantity theory of money is of little analytical and practi 
cal significance Fisher s eqmtf n f tvchange is a ;ur !j static 
identity It merely states what is olm usly true namely that the 
turnover of money is always equal to the turnover of go ds traded 
That is why Keynes has observed “The Quantity Theory of M ney 
is a truism which holds though without significance It does not 
give any precise clue to the causal pr cess by wh ch the value of 
money is determined It merely states that V and T remaining 
constant, an increase in M leads to an exactly proport! natc increase 
in the price level It does not show how an increase (or decrease) 
in the quantity of money reacts upon the price level Thi= aspect 
of the problem has been clearly explained by Keynes in his General 
Theory According to Keynes a change tn the quantity of money 
affects the price level through the three independent variables of 
Keynesian system namely liquidity preference propensity to con 
sume and investment The immediate effect of an increase in the 
quantity of money is to lower the rate of interest by increasing the 
supply of money available for speculative motive A fall in the 
rate of interest brings about an increase in the level of investment 
An increase in investment through the consumption multiplier 
leads to an increase in income So long as there are enough of 
unemployed labour and capital resources an increase in the quan 
tity of money would m this way lead to an increase in 
real income or output rather than price But in the long run as 
the state of full employment tends to be reached puce level rises 
After full employment an increase in the quantity of money spends 
itself entirely in raising the price level and every increase in 
the quantity of money is associated with an exactly proportionate 
increase in the price level and utce versa Thus Fisher’s quantity 
theory of money holds good only in a state of full employment 
This assumption of full employment is implicit in the Fisherme 
quantity theory of money 

Fisher assumes the magnitudes V P and T to be given and 
constant This may be true in the long run but in the short run both 
these factors are subject to fluctuations There are cases in monetary 
history where the price level has risen not because of an expansion 
in the quantity of money but due to a rise in the velocity of cic 
culation of money The immediate cause of hyper inflation in 
1920 s in Germany was not so much the increase in 51 but the m 
crease in V, everybody spending the fast depreciating mark as 
quickly as possible Similarly the effect of an increase in M. may be 
partly or fully neutralised by a fall in V and this is what happened 
in Germany in the 1920 s In the same way 51 may increase without 
there being any rise in P for the reason that T may have increased 
The fact is that V and T do not remain constant nor is T indepen 
dent of P and other variables as assumed by Fisher The factors 
are interdependent and mutually determine each other 

A logical implication of Fisher s quantity theory of money is 
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that the price level can bo controlled fully by monetary policy 
The truth of this generalisation was put to an acid test in America 
during the Great Depression of the 1930 s The Federal Reserve 
system of America with a view to arrest the downward movement 
of the price level earned on the process of expansion cf money 
supply to fantastic extremes but without any substantial effect on 
the price level This only shows that there were non monetary 
factors operating on the price level which were outside the control 
of the monetary authority What in fact happened is that when 
the pnee level was falling or the value of money was rising, the 
people accumulated cash balances and this reduced the velocity 
of circulation of money which nearly neutralised the increase in the 
quantity of money in circulation 

POINTS TO REME3IBER 

1 The sum. and substance of Fisher s Quantity Theory of Money 
is that the price ’evel is a function cf the quantity of money in circu 
lotion only and an increase m the quantity of money leads to an 
exactly proportionate rise in the price leiel and vice versa 

2 Fisher has expressed his theory in terms of an algebraic 
equation namely, MV =PT The magnitudes P and T remaining 
constant M and P vary directly and tn the same proportion 

3 The Quantity Theory has been a target of severe criticism 
especially by Keynes 

i The theory is a truism t chick holds good without significance 
Jt does not show the causal process by which a change in the quantity 
of money brings about a change m the price level 

5 The theory holds good only m a state of full employment 

6 The factors M, V and T are assumed by Fisher to be tnde 
pendent but in fact they are mutually dependent and are also subject 
to fluctuations 

7. The theory is incapable of explaining the price movements 
associated with ike trade cycles 

8 ELECT READINGS 


1 Irving Fisher The Purchasing Power of Money, ch 5 
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Q 5 Would you consider the cash balances approach to the 
value of money as superior to the transaction theory r 

( VenLaiesuara I960) 

Examine critically the ‘Quantity Theory of Money’. ( How 
far can the explanation given by Keynes about the determination 
of the value of money be considered satisfactory 1 Discuss 

(Agra I960 ) 

Discuss critically the Quantity Theory of Money in the W"ht 
of Keynes’ General Theory. (Allahabad I95H) 

State the Cambridge Equation* and *how their significance 
in monetary theory (Allahabad 1957) 

What is the salient difference between the Fisherian Equation 
and the Cambridge Equation of Money 1 Which one do you prefer 
and why * (Allahabad 1958) 

Atis The Fisherine Quantity Theory of Money represents what 
18 called the Cash Transaction theory of money . A second \oriety of 
the Quantity Theory has been evolved by the Cambridge economists 
like Marshall, Pigoii, Keynes and Robertson This theory is known 
as tlio Cash Balances approach 

The e&sence of the ca»h balances approach has been clearly 
stated by Marshall thus 

“In e\ery state of society time is some frai t'on of their in- 
come which people find it worthwhile to keep n the form of 
currency ‘ 

“A large command of resources in the furin of currency renders 
their business easy and smooth and puts them at an advantuge m 
bargaining , but on the other hand it lockB up m a barren form 
resources that might yield an income if invested ” 

“Every' man findj the appropriate fraction after balancing one 
against another, the advantages of a further ready command and the 
disadvantages of putting more of Ins resources into a form in winch 
they yield him no income or other benefit." 

“Let us suppose that the inhabitants of a country find it just 
worth their while to keep by them on tho average ready purchasing 
Dower to the extent of a tenth part of their annual income together 
with a fifteenth part of their property , then thenggicgate \afue of 
tho currency of the country will tend to be equal to the sum of 
these amounts 1 

In algebraic terms, suppose that the community desires to 

1. Marshall, Monty, Credit anl Vo n item, X, {tv), J 
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hold command over K units of goods If P is the price unit, then 
PK represents the demand f or money But the demand for money 
must be equal to its supply Therefore PK =M where M is the 
quantity of money. This is the fundamental Cambridge equation 
There are two versions of the Cambridge equation namely, the Pigou 
equation and the Keynes equation 

Prof Pigou expressed the idea contained in Marshall s state 
mcnt of theory m the following way 

P— where 

It represents the total real income expressed in terms of any 
particular commodity, wheat enjojed by the community over a 
period of time K represents the proportion of the real income held 
by the people in the form of the legal tender M stands for the 
number of units of legal tender 

P represents the purchasing power of money 
But money is held not merely in terms of legal tender but also 
in bank deposits The equation has therefore been enlarged to 

P “TT { CtA(1 - C) j 

where C is the proportion of cash which people keep in legal tender 
and h is the proportion of legal tender to deposits held by the 
banks 

Keynes has rejected the Pigou equation as “inadequate ' First, 
Keynes contends that the introduction of the factor It, the current 
real income of the community suggests that variation in it is one 
of the two or three most important direct influences on the demand 
for resources This according to Keynes is correct in the case of 
income deposits only But the significance of B is much reduced 
when attention is focussed ou total deposits and not on the income- 
deposits alone Secondly, the prominence assigned to the factor 
K— the proportion of bank deposits to the income of the community 
in the equation is misleading when extended beyond the income 
deposits Thirdly, by measuring the quantity of money held in 
terms of wheat Pigou evades the main problem The object of any 
theory of money is not to discover the price of wheat but the pur 
chasing power of money 

Keynes by rejecting the Pigou equation advanced a new equa 
tion of exchange in his 1 raet on Monetary Reform The equation is 
\ 7 fc-V»k 'j .Vuvrfe 

n represents the quantity of money in circulation 

f is the price of a consumption unit, a representative unit of 
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the goods and services which enter into the budget of a typical ton 
gamer L represents the amount or number of consumption units 
the community chooses to keep in the form of cash V represents 
the number of consumption unite the community holds m the form 
of bank deposits, r is tho ca«h reserve ratio 

In tbo simplified form, excluding the bank deposits, the 
equation can be written as 

n=pK 

Now we can compare and contrast the three quantity erjua 
tions of Fisher, Ptgou and Keynes Let. ns abstract from the opera- 
tion of the banks as that would make the comparison complicated 
Let us also convert Pigon’s P, tho 'alue of money into the pnee level 
p Then P=1 jp and the three equations can bo written as 

r=M ;• „_M K ' R 

tishar Ihgou Ne>ne« 

In all the three equations the price level is a direct propor- 
tional function of the quantity of money Of course, Fisher makes 
use of the concept of velocity of circulation of money which 
Marshall has charai ten<c<l ns not a wrong but a long way of desenb 
ing the relationship Tins, however^ does not mean that Fisher 
considers certain factors which the Cambridge economists ignore 
While the former emphasizes the medium of exchange function of 
money, the latter stresses the store of value function To Fisher 
money ls demanded onlj for the purpose of carrying out transactions. 
To the Cambridge econorm-ts demand for money means demand for 
money to hold Fisher’s V is the reciprocal of Keynes’ K Ini 
period of boom j>eop)e expect prices to rise and the} are therefore 
in a hurry to spend the money and acquire goods Fisher would 
describe the situation by say ing that V is high The Cambridge 
economists would describe the same by saying that the demand for 
money K is low. , 

Although the Keynesian equation is identical with the Fisher 
equation, the former is an improvenment over the latter m many 
respects In the first place, Fisher concentrates upon the cash 
transaction or tho general price level whirh is of no particular signi- 
ficance to the determination of the purchasing pow er of money 
TJnlike the Tisher equation, the Keynes equation does not refer to 
the “botch potch’ price level but the pnee level of the consumption 
units It throws light on what Keynes calls the consumption 
standard or the cost of li\mg standard value of money Secondly, 
the Tisher equation is completely worthless in the explanation of 
the phenomenon of trade cj cles According to Key nes, business cy cles 
occur as a result of the erratic fluctuations in K and K\ This 
can bo neutralised by the central bank by operating on n and r. 
Tho factor K' can bo regulated by b3nk rate Thus tho Keynesian 
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equation gives a clear clue to the field where the monetary authority 
can operate in order to avoid price fluctuations Thirdly, the Fisher 
equation seems to suggest that even idle cash balances exert an 
influence upon the price level but in fact they do not create any 
demand for goods and services and therefore they do not affect their 
prices This fact is clearly taken into account in the Keynes equa 
tion. 


But the Keynesian equation is not free from defects In fact 
Keynes himself has not been forgetful of these defects which he 
points out in his Treatise on 3 Toney First, the equation is defective 
because P measures only the price level of consumption units The 
equation seems to suggest that people hold money to buy consump 
tion units only But in fact people hold money for a multiplicity of 
purposes and with multiplicity of motives Keynes himself suegested 
in his General Theory that demand for monev depends upon (a) 
transaction motive (6) precautionary motive and (c) speculative 
motive 

In his Tract on 3Ionetary Reform, Keynes assumed the constant 
levels of output and employment When n is changed volume of 
output remaining constant the net effect would be a proportionate 
change in the price level This may be true m the long period but 
in the short period the levels of output and employment are subject 
to change For this very reason as trade cycle is a short period 
phenomenon, the fluctuations of prices associated with trade cycles 
cannot he adequately explained with the help of the Keynesian 
equation 

The deficiencies of the Tract equation have been adequately 
met by Keynes in his General Theory He has dovetailed the theory 
of money with the theory of output and has reached the conclusion 
that the quantity theory of money is valid only in a state of full 
employment In the pre full employment state the charges in prices 
are due to changes in the levels of income rather than in the quantity 
of money 


POINTS TO Kt.MfcMB.LR 

1 The Cambridge equations are a variety of the Quantity Theory 
of Money developed by the Cambridge economists They have emphasiz- 
ed the store of value function of money as contrasted to the medium 
of exchange function by Fisher 

2 There are two versions of the Cambridge Quantity Theory 
namely, the Keynes equation and the Pigou equation 

3, Of the ttco versions, Keynesian equation and the Pigou equa 
tion, the former is superior to the latter. 

4 The Keynes equation is also superior to the Fisher equation 
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5 The Keynes equation ts also defective tn that it takes into 
account only the price (net of consumption units and is also based 
on the assumption of the given levels of income and employment 

Sri ECT READINGS 

J Marshall Vwjf Crt 1 1 and Commerce 1 »i 

2 Kew ne» A Treat *e on Moor j I ot 1 chapter 10 

3 Robertson Money chapter 11 

4 Hnln G N Monetary Theor / chapter ! 

Q 6 (a) Explain the concept of income velocity of money 

and discuss the factors which govern it (Poona I960) 

(6) Explain the importance of the concept of the income 
velocity of money in the analysis of the relation between money 
supply and economic activity ( Delhi 1958) 

(c) It is the changes in demand and supply in the product 
and factor markets that are relevant to the explanation of price 
behaviour and not the changes in the quantity of money itself 
Discuss ( Delhi j? 5G) 

Ans The concept of income vclocitj ofmmcj is the out* 
come of a natural sequence m the process of growth of the 
Keynesian school of thought Money, thot is traditionally 
supposed to be passu e and neutral is seen to play a considerably 
active rolo in the { rocess of growth of the net national product of 
a given economy The quantity theory of money that hfld sway 
prior to the appearance of the general theory of Key jjcs roncentrateil 
its attention primarily on the problem of determination of the 
v nluc of money, rather than on the functions of the monei in shaping 
the course .of tho income, flow a that accrue to the various fictors <f 
production that collaborate in the ccation of the income btroam (The 
concept of income a eloeity especially, throws a new light ou the 
functions of money, especially under the capitalistic system of so< leta 
in which nil cionomic activities cluster around the pm t < f money 
The concept of income velocity subscribes the ends of functional 
nnahsts in the monetary field | 

V briber wo take transactions version or cash balances version 
tie meaning is approximately the same m given otherfutor* tin 
price level changes in the some proportion as the quantify < f 
moTiea IjXcfmemeirts of the theory are there — iti tho form of 
introducing velocity of circulation of money, in the distinction 
between legal tender money and bank money and even in the form 
of cash reserve ratios maintained by the banking system But, 
the theory as it cotnes to us mainly speaks of one thing only, that 
the value of money, whatever we mean b\ it, is an inverse 
function of its supply 
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Now it will be granted that such a simple way of looking at 
the problem is quite deceptive It is not that w hen we change 
Mm the identity MV=PT, only P should respond to the change 
There is every reason to believe that T should also change in 
magnitude And thinking m terms of the Cambridge version we say 
that c hanges in money sup ply ought to show some effect on thel 
in come of th e community^ If, therefore, 1a response to changes in* 
money Bupply, income also changes, a fuller version of the theory 
explaining the value of money must be broad based and include 
the changes m income also ^ 

The publication of the General Theory of Keynes paved the 
way for a right approach to the problem He himselfjiadjieglected 
changes in money and effects on prices because his main purpose 
was to analyse the changes m real income and employment But 
the principles put forth by him shed light on the working of the 
economic system and the way real income of the community 
changes in response to various stimuli In this connection his 
theory of multiplier is specially instruc tive which describes how 
an injection of money income at one point of the economy generates 
a multifold real income in the economy provided there is not 
already full employment The traditional quantity theory would 
have stated that even in the depth of a depression injecting the 
money supply would mean a proportionate rise in puces !/ 

Detailing therefore the income approach to the value of 
money by dovetailing the principles of General Theory to the 
principles of quantity theory we first of all make a distinction v 
between th e income Yclocitv_of money and circulatn n v eloc i ty o f 
money The quantity theory takes account of the circulation 
velocity of money which is the number of times a unit of money on 
the average changes hands in a given period of time But this 
< hanging of hands may not be creating an equivalent money income 
in turn Money income will be created only as and when the 
expenditure is received by final factors of production m the form 
of wages rent interest and profits However, here also a unit 
of money can cause to become income more than once in any 
period of time and it is the average number of times a unit of 
money turns up in the form of somebody s income that is called 
the income telocily of money Income velocity of money can be 
calculated by dividing the total money income earned in a period of 
time b all the economic units of a country divided by the average 
quantity of money supply Thus on one Bide we do not take the 
traditional T as such we picjt out only that portion of it which 
shows up as income of somedhe And on the other we also ignore 
the traditional \ As Kent puts it, the income theorists ‘concentrate 
their attention upon the receipts and disposal of the total money 
income of the people of the country — such income being all the 
money received as wages, interest, rent and other allocations 
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resulting from production activity * 1 2 3 He goes on to say that if 
total money of community happens to be $200b white tho average 
quantity of money available m circulation has been SlOOb then 
the income velocity mil be two Clearly, the circulation velocity/ 
will be much greater than income velocity because all tran 
sections tfonot create tnc ncy incomes A H Gayer, explaining tho 
meaning of income velocity says that “we call the number "oFtimes 
money passes through the production sequence before again 
becoming income in any given period of time its income velocity 
(in contradistinction from its transaction lelocity)’ * “In boom 
years the latter (income velocity) appears to have been about 3 per 
annum in Great Britain and the United States Obviously during 
depression it is likely to be markedly less because, as shown above, 
new spendable funds are not wholly employed Ji i miking neh 
purchases, or are utilised more slowly part being held idle at 
each stage in cash or deposits s 

Having understood tho meaning of income velocity it follows 
that it would bo more profitable if link between price level and v 
money income were found in the place of a link between price 
level and all kihds of haphazard transactions For this purpose 
the income theorists proceed on the basis that all money expend! 
turc tin final consumption goods and finally purchased capital 
goods equals the sum of all monev incomes received in that period 
It should not be difficult to establish the truth of this equation 
All the expenditure incurred in tho purchasing of final consumption 
goods and capital goods u as naturally equal to incomes received by 
their producers and was divided into different factors of production 
in the form of profits (or losses), wages rent, interest etc.. 
The money which was received by the producers of raw 
materials from the final producers was similarly again divided up 
into the profits (or losses) of the producers of ran materials and 
tho wages, rent, interest etc paid bv them to the fvetors of 
production which they m turn had employed Thus all through 
there is no danger of double counting W e are only counting ( 
income of a factor as which be recci\et\jin agent or an indin liial as 
a contributor to the final exchange value of the commodity 
Thus the income received by all the factors of production m the 
economy is equal to the exchange value fetched by the good* and 
$er\ ices produced by the community j 

Tho difference between traditional quantity theory anl 
income theory here, therefore, is that while quantity theory would 
include all transactions at thetr full evchanqe t nine in the 


1 Kent (Raymond !■ )— Money and TSartXtng p 419 

2 Gft>er(A t)}—Wonrtnru Poltcu anti Economic 'tUiiihial on p 223 

3 Jfrirf p 223 
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calculations of T, income -theory faVes ac co unt oOhera lue add ed 
atvariQua. stages unly 

Now with this identity between total money incomes and 
Itotal money expenditure on final consumption goods and capital 
(goods, the income theorist would establish the value of money 
Ihe flow of money income has generated a flow of real goods and 
services and the value of money therefore depends upon the relative 
strength of t hc-ilowof money mcome-and the flow of real g&Qtlsjind 
services Greater the income velocity of money, greater will be 
The flow of money income generated by it and given the flow of 
real goods and services, higher will be the price level as lower will 
be the value of money On the other liand, to the extent that this 
flow of money income lias been able to generate additional flows 
of goods and services, price levels as determined at the final end of 
purchases and sales will be lower It is not denied that the abovtf 
portrayal is a simple picture of reality , that in fact incomes generated 
tend to have long drawn efforts in tern^ of Ihe supply nn<l 
cjnu loymo nt.gf/qctQr3_QL -production — but then these things tart 
easily be accounted for in a more realistic and less abstract picture 
Further it has to be granted that a major defect of the above 
approach is the comparative scant y treatmc nt of time lags involved 
in the generatio n of mon ey income and the response- in-tcxms of 
ou tp ut Hut this problem should rot pose any special difliculty 
All that we have to do is to choose a ce rtain— period , find out the 
flow of go< da and services in that penod and the expenditure which 
is being pitched against that flowthrough the flow of income If 
money incomo generated today is able to call for products n of 
goods only tomorrow, then to that extent today s price level will be 
higher and tomorrow’s lower 

This lost point presents interesting possibilities of useful 
application < i the im nim anpn nch in matters of plannin g If we 
<q|culitcth e time lags involved in the response of investment 
to the income generated and the time lags involved m the fructi 
ificition of investment, we can calculate the various effects of 
[governmental effi rts on demand and supply of various commodities 
land hcncc their price level It is interesting to note that income- 
velocity concept in its greater detail enables us to split up tho 
total income flows inti vari is streamlets and subchannels meant 
for the demand of vanous go ds and services Considering each 
individual channel of supply cf go ds and services and the cc ires 
ponding channel (fmt ney demand flowing from money income flow 
it is possible to fi nd out various individual once lev els By consider 
ing tho behaviour of various demand channels, m connection with 
changes in aggregate income flows, it can be f und cut how 
cbanging incomes are going to influence the demand for 
various commodities In India, for example, it has been found 
that with rising incomes the demand for ccarse grains is compara- 
tively decreasing while that of superior grains and white sugar is 
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increasing $nch an analysis can al«o be carried for future project 
ions of demand and supply and necessary c teps can be taken for 
the smooth and balanced working of the economv For on under 
developed country like India this analysis presents a special scope 
for use m planning 

We conclude this part of the argument by emphasizing once 
again that it is the flow of money income and the flow of goods 
and services which is of real relevance to the determination of price 
level and not the changes in the quantity of money as such For 
changes in the quantity of money mat be counteracted or strength 
cned by the income velocity which m turn generates the demand and 
supply cf consumption and capital gi od<* It is therefi re, necessarj 
to see m brief what are the major forces which go to determine the 
income velocity and to what extent the supply of goods and 
services responds to it in any given situation 


Since income velocity is calculated as total monci income 
received in a period— average supph of money in that period, 
obviously one major determining fictor will be the speed with which 
pec nle spend their inci roc s This exj enditure of course should not 
be of purelj tran actionary nature but should be able to generate 
xnonev income of an equii alent magnitude Such an expenditure 
therefore has to he on final consumption goods or capital goods or 
it has to he a pajment to various factors of production fi r their 
services In ether words the expenditure should be in the nature 
of consumption or investment Ison both the e expenditures are 
stimulated (and dampened) by well known cau«es For example, 
consumption expenditure will increase m anticipation of rising 
prices shortages upheavals or rising incomes while investment 
expenditure will be stimulated in anticipation of n lug profits and 
demand Following from the consumption and in\ eminent demands 
the demand for factors of production will be desired Obviously 
when the demand m the commodity and ficte r markets is increasing 
automatically prices w ill tend to me the moncj supply will increase 
through creation of credit and in the absence of or m shortage of 
hank credit extra means of financing new demand will be found 
out For example velocity of circulation of money anil increase 
and people will tr\ to develop techniques of consumer credit there 
anil be bmldmg ho ietie«, more bills of exchange etc etc .A a 


Padchffe Committee punts out in its Report, it is not the inonej 
supply as stub which will limit the demand la any appreciate nay 
monej market may be tight but people will find extra sources of 
Sma<eend there are numerous wav* tn which the hquirftty of other 
a««ets ma\ be used to finance the enhanced demand 


In conclusion, we can «aj , therefore, that it i» not the quantity V 
of money as such or its velocity of circulation which is of real j 
significance in the determination of price levels , of much more j 
importance is the money income flow determined bj the income 
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velocity of money and the flow of goods ond services as determined 
m response to the money flow through various investment 
decisions and time lags involved in the fructification of those 
investments 

TOIVTS TO REMEMBER 

(1) The traditional quantity theory of money ts especially 
defecine when it ignores the effect of changing quantity of money and 
its t eloctly on economic activity 

(2) The publication of the General Theory pared the way for 
a new — the income approach, to the problem Now the problem of 
pricing can be tackled by gauging the flow of money income and the 
flow of goods and services tn response to that flow 

(3) Income t eloctly of money ts calculated as total money 
income— aterage quantity of money tn circulation tn a gncn period 
Income velocity of money is almost always greater than the 
circulation xeloctty of money 

(4) The income theorists proceed on the assumption that expendi- 
ture on consumption and capital goods finally purchased is equal to 
the income received by all the community dui mg that period Thus 
as against traditional theory the income theorv takes only the value 
added at various ifages rather than counting all the transaction value 
of the traded commodities 

(5) Gnen income velocity, the quantity of money and the 
flow of output, we can calcutate the price level and changes tn it. 
By splitting up the income fine into subchannels </ demand and 
matching them against sub channels of output flow, individual price 
level can be calculated and projected into the future 

(6) This calculation of sectoral price levels etc is specially 
useful in an underdeveloped country embarking upon planned 
economic development It also shows clearly that for price levels the 
demand for factors and commodities and the flow of output are of real 
importance and not the quantity of money as such 

SELFCT READINGS 

(1) Kent (Raymond P ) Money and Banking 

(2) Ga\er (A D) — Monelary Policy and Economic Stabilization ch X. > 

(3) Chandler (L V ) — Introduction to Monetary Theory 

Q 7 Trace the process through which inflation and deflation 
have their impact on production and distribution (Delhi 1960) 

Ans Production and distribution m a capitalist society are 
guided and governed mamlj by the movement of prices The 
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motivation for production is the desire for making a fortune 
The prospects for making a fortune would obviously hinge on the 
success of the entrepreneurial classes m purchasing the factors of 
production at tho lowest of priCca and selling the products at 
the highest of prices and appropriating the ‘surplus by way of 
profits— -a reward for the assumption of nsl s and uncertainties of 
an unpredictable future market, in anticipation of which tho 
entrepreneurs have to undertake investment The behaviour 
of the entrepreneurs is motivated mainly by the desire 
for profits which in turn depends on tho excess of the sale 
prices ov er and above the cost prices Consequently tho enter 
preneut'e expectations regarding tho probable turn of prices would 
have a decisive effect on their desire to invest and produce — opti 
mistic cxi notations leading to a spurt m investment employment 
and production and pessimistic expectatit ns leading to a shrink 
age of in\ estment, employment and production Short tenn cxpec 
tationa particularly ha\o almost a hysteric influence on the 
employment of investible funds as is eudenced by tho diversi m of 
a large proportion of tho investible funds towards speculate o 
ventures Long term investments could not possibly be guided 
solely on the basis of the whims and fancier of tho entrepreneurs 
ns to tho probable turn of prices There is no reliable basis at all 
for making dependable pn jections about a distant future — not ) 
s even the near future Long term investments are undertaken by 
' the entrepreneurs out of a complex of motives, the desiro for profits 
being perhaps by far the most important W hat matters for our 
purposes is the f vet that production under capitalism depends on 
the volume of investment which is undertaken mainly on the basis 
of the prospects of making a foitune which depends eventually 
on the excess of the sale pne-s over tho purchase prices 

Distribution, again, depends on tho prices of the factors of 
production as determined by the specific demand for, and the 
supply oi tho factor in question The apportionment of tho nation il 
product ns between the members of the community that collaborate 
in tho process of production depends on the prices which they 
manage to command It is relative scarcity as against demand 
which determines the prices of the faett rs of production Fvery 
increase in scarcity makes for more and more of exchange value, 
whereas every decrease in scarcitv makes for less and less of ex- 
change value The problem of distribution has been handled 
traditionally on the basis of the nature of rent, wages, interest 
and .profits the respective rewards Jif.the.fi mr .factors jif pimdiifit 
lon, land, labour capital and organisation Here again, wo find \ 
that the pattern of distribution depends on the determination of | 
the prices of the factors of production in one way or the other l 
The impact of inflation and deflation on pioduction and distnbu 
tion has to be examined on the basis of the relationship that obtains 
as between (a) prices and production and (b) prices and -distribution 
since prices constitute the pnme mover in guiding the destiny of 
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Q. 8 What are, according to you, the main criteria of and 
the requisites for the monetary equilibrium ? Examine the 
suitability of your criteria in the context of the prevailing Indian 
economic situation (Poona 1960) 

Ans It is an indisputable fact that money plays a decisively 
leading role m guiding the destiny of the capitalistic order of 
economies The developments in the field of monetary theory 
ever since the appearance of the General Theory of Keynes in the 
year 1936 have brought to limelight the influence exercised by 
money in the determination of the total volume of employment and 
output The presumed neutrality ot money by the classical theo- 
rists was blown up by the incisive analysis of the Keynesian school 
of thought The classicists believed that money actually 13 what 
should be only a servant ot the command of the physical forces of 
the economy This was not at all warranted by the facts of the 
situation The relationship between monetary and general equili- 
brium is of great theoretical interest and practical significance 
especially so, for countries like ours, embarking on a laTge-scale, ( 
planned programme of dei cJopment 

The traditional treatises on economic theory neglect the 
monetary problems, their working and their impact on the physical 
side of the economy The main reason for this was that the 
classical economists emphasized the role of money only as the 
medium of exchange and not as store of value “It is a pecu 
lianty of all systematic treatises on orthodox economic theory 
that there is no minor connexion and integration of monetary 
theory with the central theory of prices Usually the monetary 
theory is only a much Iocse appendix to the theory of price 
formation ’ 1 The phrase “money is only a veil’’ recurs again and 
again * Actually for various reasons it is quite difficult to integrate 
the two aspects of the ecohomies in theory viz the monetary and 
physical aspects The two are interconnected and if monetary 
forces are not m balance, the physical side of the economy is 
bound to experience a change The way m which monetary forces 
behave as to remain neutral in their impact on the making of the 
economy is called monetary equilibrium 

We must remember that monetary forces have an inhe- 
rent tendency to generate a cumulative disturbing effect on the 
economy, once they are not in balance The physical side of the 
economy if there is neutrality of monetary forces, is however 
automatically restored to its equilibrium if it is disturbed For 
this reason the study of monetary equilibrium has become all 
the more imperative The reason why monetary theory cannot 
be integrated into the general theory of demand and supply as 


) Ounnar Myrdal ‘Monetary Equilibrium, p. *0, 
2 lbid,p II 
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such is precisely this that two aspects of the economy are quite 
different For example in the market the price of anj commodities 
determined by the strength of its demand and supply but while other 
goods and services leave tl e flow of < irculati m when they are 
finally purchased by consumers, money stands its guard the axe 
of money docs not destroy it or take it out of tho circulation 
flow Similarly while in general equilibrium theory we can 
^ analyse the conditions ( f equilibrium with reference to a moment 
of time, in monetary theory no cannot do so Money has tho 
peculiar characteristics of store of value and the ability to get 
contracts made in its terms Inevitably tho introduction of 
money brings the theory to a lower level of abstrac tion and makes 
it more realistic and dynamic in nature Again while other goods 
and services have their own utility money has not Demand for 
money is derived from the demand of other goods and services 
which in turn depends upon their prices (which is the reverse of 
the value of money) This circular reasoning and the difficulty 
that money as such does not leave the flow when it is used, 
makes tho problem quite complicated It becomes necessary to 
analyse the conditions from which the monetary side will not 
disturb the economy When money forces are in such a state of 
affairs, we term the situation as that of monetary equilibrium 

Now the question arises how to recognize w hethcr in any 
particular situation monetary equilibrium exists or not * In 
other words, what are tho main criteria of monetary equilibrium * 
In order to do this it has to bo noted first that onco monetary 
equilibrium is disturbed it generates a cumulative tendency for 
tho economy to deviate away from its equilibrium position 
unless counteracting forces are not created to check it When 
tho economy is in balance, naturally such a balance can be only 
o\ stationary tjpc with minor changes in individual items Such 
ancconomj, further, will not bo even progressing or decaying for 
such a process involves change, which means disturbance of equi 
librium The existence of monetary equilibrium can be discovered 
only ex post » e after the event \\ e can take some past period 
and find out whether the c onomy has undergone a process of 
change or not and on that basis we wall be able to find out whether 
monetary equilibrium has existed in tint period or not Further 
on that basis, if the monetary equilibrium has not been there, w e 
can judge on which side of equilibrium position the economic system 
‘'"lias moved Since no economj is likely to remain in equilibrium 
for a very long time, and since it will become difficult to judge in 
that case whether the economy has remained in equilibrium or 
not, it is necessary that the period taken must be reasonably i 
short one In that period, we take various elements in the) 
economy - and see how they behave These elements are the 
crucial elements which go to influence the investors’ decisions 
* These elements are 
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1 Revenue and cost gains or losses , and 2 the portion of 
the investment gams and losses which consist m a difference bet 
ween the anticipated production cost of real capital and the 
actually realized cost " Tho Grst of these elements deals with 
profits and losses ( f investment and therefr re induces tho investors 
to move further on towards expansion or contraction The second 
element indicates to what extent the expected price of various 
factors of productun and other technical relations are being 
realized If calculate ns have been made in the wrong way, there 
will bo a difference between the expected and realized costs and 
hence an inducement to contract or expand the economy If the 
oc< nomy is in tho phase of contraction, “value of the first is 
negative, but of the second positive tho sum total is negative In 
tho upward movement tho reverse is true In a state of monetary 
equilibrium tins aggregate of tho indicated gains anil losses for 
the economy as a whole should be zero Its magnitude should be 
a measure of tho intensity to deviate from equilibrium in one or 
the other direction 

Now in order that the monetary equilibrium should exist 
certain conditions must bo satisfied In this connection it is well 
to remember that Wicksell tho propounder of monetary equili 
brium basis, used the concept of what hp variously called tho 
“real tho “normal or'natunl rate of interest as distinguish 
cd from tho market rate of interest This natural rate 
according to Wicksell refers to the productivity of investment 
which the investors will be comparing with tho market rate of 
interest If the productivity of investment or the natural rato is 
more the people will invest and if it is less they will curtail invest 
ment Wo have seen tho main criteria or the indicators of monetary 
equilibrium which will be tliero only if monetary equilibrium is 
realized and according to Wicksell monetary equilibrium can bo 
there only if natural rate of interest is equal to market rate If 
the two differ a cumulative process away from the equilibrium 
position starts and never stops till by some means or other tho 
equality between natural and market rate is brought about For 
example if natural rate is greater than market rate, it is 
profitable to make investment and the process of changed product 
ion of consumption and production goods will start and so long 
as natural rate remains greater than market rate there is no reason 
why this expansionary process should stop This concept of 
natural rate was later on used with advantage by Keynes in the.* 
form of marginal efficiency of capital, which is the expected net 
return on investment Keynes explained that investors will in 
creaso or curtail their investment plans according as marginal effici 
en^v of capital lsjireater than or less than the rate of interest 

Now this condition that if monetary equilibrium is to exist 
equality between natural and market rate is to bo brought about 
works through three different manifestations of pneo formation 
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1 in the field of j r< duett n 

2 in the fiekl of capital market 

3 in the field of commodity m irket 

We can say tl at m order that monetary equilibrium maj 
exist certain conditions in the&c three fields should be sati fied 
which briefly arc as follows — 

(1) In order that investors should have any additional induce 
ment to investment or to curtail investment marginal physical 
productivity of capital must be equal to the natural rate How 
ever, we can very well see that such a condition is realty not nde 
quately stated \\ick«ell apparently lost sight of the fact that 
this marginal physical products ity in itself cannot have any meaning 
for investors The} will be interested in the monetary profits of their 
investments and therefore we should think not of the marginal 
physical productivity but of the marginal revenue productivity of 
investment 

(2) Having found demand for capital on the basis of natural 
and market rate of interest it is further ncce««arv that demand 
ftr and supph of savings in the capital market roust he equal in 
ord r that market rate of interest should not change Saving 
according to the classical economists arc a d rect function of the 
rate of interest while the demand for investment is a direct fune 
tic'll of tic natural rate an! an inverse function of the market 
rate In order therefore that investment plans should not un lergo 
a change it is neocssan that cqualitv between /ratlin) and market 
rate should also Ic able to bring about in equality between 
saving and investment 

(3) The third condition that in the commoditv field prices 
of consumption goods should he stable f illows from the above two 
conditions The condition of stable caj ital goods j rices is not 
necc^ary because the demand f r and hence tl e prices of capital 
goods are deriv cd from the prices of consumption goods In the 
cn«e of equilibrium therefore production and \ rices in the consump 
tion goods sector must show stability 

Now let us turn to the suitability of the criteria of monetaiy 
equilibrium m the context of Indian conditions It is apparent 
*• that the existence of monetnrv equililnum itiij lies a static state 
for an economy The moment an ceonom} ui lerg es a process 
of change monetar} equ librium cannot be sai ! to exi t Inrther 
itisneccssara that the wn\ we have analysed the conditions of 
monetary equilibrium the monetary and financial institutions of 
the economy «bould be very sensitive If the concept of monetary 
equilibrium is to have any useful meaning it is necessary that the 
economy must have a developed money market investment 
m irket uu 1 other financial institutions so that small changes ju 
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natural and market rate are quickly and constantly transmitted to 
various nerve centres of the economy pushing the economy ton ards 
the equilibrium or away from it Now in an underdev eloped 
country like India we find firstly that the requisite sensitivity 
and maturity of various organs of the economy are not found for 
the concept of monetary equilibrium to have any useful meaning , 
and secondly even if monetary equilibrium was a concept appli 
cable to such an economy it would not be desirable to try to attain it 
In India money market is not fully developed Quite a large portion 
of Indian economy is still doing its w orking through barter mechanism 
The institutions of monetary economy are either mostly unknown 
or underdeveloped in the country side Even in the cities we have 
separated developed commercial banking sector and the indite 
nous banking sect< r Further in India the investment markets 
and other financial institutions are not well developed so ns to 
take continuous notice of changes in the market rate an 1 
‘ natural rate and react to it The availability of capital is not 
a matter of asking for it but a matter of one a own strength and 
contacts Lastly what India needs today is not an abstract theory 
of what monetary equilibrium is but a concrete thesis ns to the 
various measures she should adopt for the development of her 
economy Though My rdal 6ays that the conditions of monetary 
equilibrium do not signify a virtual reality or tendency, but 
only state the conditions necessary in order that the actual econo 
raic development in progress shall not follow a Wicksellian 
cumulative tendency still such a context of only an economy 
which satisfies certain conditions <f its own In India we have 
far greater rigidities in the form of technical and social blockades 
than are usually thought of Our problem is not to generate a 
cumulative process upwards which should be quite an easy task 
in a developed economy but tc generate forces of real develop 
ment in a planned and co ordinnted manner We have to think of 
real balances and problems of creation of real resources we have 
to think of creating an imbalance in the present situation not in the 
monetary sphere but in the real sphere in order that India should 
jrogress economically The notions like monetary equilibrium 
will not help us in our task 

rOININ TO It hMfc.MBi.lt 

1 The traditional economic theory does not allow any actne 
role of monetary forces regarding their effect on physical aspects of 
the economy It regards monetary forces as neutral which, in fact 
often they are not 

2 It u guite difficult to integrate the monetary and general 
equilibrium theory into one because of certain differences eg , (a) 
while other goods and sentces leave the flow of circulation when sold 
finally, money does not , (6) general equilibrium can be treated at 
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spite of an abundance of money in circulation Inflation could 
be defined as a situation m which too much money chasing too few 
of commodities causes an abnormal rise in the general lea el of prices 
A ri«e in the puces taken bj itself is not however a conclusive 
proof regarding the existence of inflationary conditicns in the 
cconotaj Floods droughts, pests and diseases might destroy crops 
in a particular jear thus causing a great rise in the prices of agn 
cultural commodities A curtailment in the supply of industrial 
raw materials such as cotton jute, oil seeds etc might consequently 
hamper the production of some industrial commodities as well, 
leading to a rise in their prices Such a rise in the general level of 
prices could not possibly be designated inflation in the right sen«e 
of the term Inflation originates] nmarilj from the pumping into 
circulation of too much of money as during a period of w ar or 
during a period of rapid economic dcveltjment when a large 
quantity of money gets expended due to the exigencies of a war 
or the inn itablo needs of a rapidly grow ing econ mj For inflation 
to come into existence, tbe rise in prices roust necessarily originate 
from the existence of too much of money in circulation in a gi\en 
situation in which the other things remain normal, prior to the 
origin of the change in the supply of money The situatn n 
undergoes a radical change subsequent to the increase in the supply 
of money 3 he prices register a steep rise l ecauso of the impact 
of excessive demand owing to too much purchasing power in the 
hands of the buyers. The indicator par excellence of the existence 
of an inflationary situation is a great rise in prices brought about 
by a great increase in tbe quantity of money in circulation 

The apparent contradiction involved in the existence of high 
rates of interest during a period of inflation arises from the fact 
that the rates of interest continue to rule high, despite an enormous 
increase in the quantity of money in circulation Seemingly, this 
goes against tbe law” of supply which states that an increase in the 
supply of a cc mmodity, other things remaining equal, brings 
about a fall in the price Accordingly, an enormous increase in the 
bUpplj of monej ns during a period of inflation ought to bring 
about a fall in the rates i f interest which is nothing but a form 
of price paid fc r the services of monej This should happen, should 
the other tilings remain equal ns postulated bj the law There is, 
how ever, a possibility that the rates of interest might remain high 
in spile of the increase in the supply of money The reasons for 
the existence of this phenomenon are to be sou 0 ht m an analysis of 
the other things which are closelj connected with the determina 
tion of the rates of interest in a given situation 

In accordance with the liquidity preference theory of the 
rate of interest, w hat determines interest is the demand for, and 
the supplj of money The demand for money arises out of the 
liquidity preference of the people to satisfy their precautionary 
transactions and speculative motives The supplj depends on the 
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monetary and fiscal policies of the state The demand for and 
the supply of money , taken in conjunction would determine the 
structure of the rate of interest The existence of an inflationary 
situation implies a state policy which injects large quantities of 
monev into circulation In other words, it connotes a great 
increase in the supply of money 

If tlio rates of interest are to be high in spite of a great mcreaso 
in the supply of money, there must bo a serious cause operating 
cm the side of demand which not only annuls the excess of BUpply 
but leaves such a powerful impact on the market, that the rates of 
interest continue to rule high The precise point to consider is 
why there should be such a great rise in the demand for money 
during n period of inflation ns to sustain intei cst rates at a high 
lord even m tlio face of an enormous increase w the supply of 
money 

According to the Keynesian school of thought, the most 
important component of factors that influence the demand for 
money is tile motive for speculation in capitalist society This 
motive gets tickled sharply during a peru d of inflation in view of 
the bright piospects of amassing ft fortune within the shortest 
period possiblo w ith an indulgence in speculative activities The 
risks of speculation are by and large eliminated owing to the 
almost assured further rise in prices which inflationary conditiora 
are bound to generate Consequently the rash ns well a9 the not so 
ro«h sort of entrepreneurs can very ocmemontly look forward to mak 
mg a fortune, availing themsehes of the opportunity offered by the 
prevalence of inflationary conditions in the economy Forward 
maiketing marks a brisk and swift expansion, lending to on 
enormous increase in the demand for money In view- of the 
great expectations regarding profit possibilities, the entrepreneurs 
would not regard even an abnormally high rnte of interest too much 
to get the necessary resources to indulge in speculation Here is a 
uossible explanation as to how and why the rate of interest is 
likely to remain high during a period of inflation 

During a period of inflation, generally speaking, there is brisk 
economic nctn ifcy due to the increase in the purchasing powier in 
the hands of the buyers There is an usually quick turnover of 
business with an unprecedented expansion of economic activities 
More and more of money is required to satisfy the transitions 
motive The total volume of business expands so much that each 
person handles more < f money than before and hence, the total 
muiiettrry latpnremom*; oi r riic community mari^ a remarkaiiie 
increase Consequently, even the c\ er increasing quantity of 
money is felt to be insufficient to satisfy the requirements of the 
community 

During periods of rising prices the marginal efficiency of 
capital increases enormously , providing all too tempting incentives 
to the entrepreneurs to undertake large scale investment to make 
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hay while the san shines Every entrepreneur would like to make 
a fortune prior to the arm al of a “crash" and hence, the demand 
for investment and quick turn over marks a tremendous increase, 
creating an unusually big demand for money In view of the 
unexpectedly high marginal efficiency of capital, the borrowers do 
not mind paying unusually high rates of interest. There is always 
a comparison between the marginal efficiency of capital and the 
rates of interest to be paid for different types of loans and so long 
as the former exceeds the latter by a fairly good margin, no rate of 
interest is too high 

In a capitalist economy, the entire machinery of production 
turns on the lever of the behaviour of profits and inflationary condi 
tions so long as there are no fears of a downward turn, offer an 
excellent opportunity of making a fortune, unless there is a hyper- 
inflation in which the costs rise sharply to upset tho profit calcu- 
lations, rising prices invariably provide the best incentive for 
brisk business and this seems to be the principal explanation as to 
how the rates of interest could possibly continue to rule high in 
spite of an enormous increase in the quantity of money It would 
he wrong to concentrate attention on only one side— -the enormous 
men ase in the Bupply of money, and contend that increased supply 
ought to bring flown the rate of interest The demand side is 
equally powerful The result depends on n tug of war between 
the two 
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7 There is an appaient state of inconsistency in the ro existence 
of inflation and Itiqh rates of interest 

2 Inflation implies an enormous inn ease m the quantity of 
money Despite an- increase in the supply of money uhy should the 
interest rates be high 6 7 

3 The explanation of the demand for money in terms of the 
Keynesian liquidity preference theory 

4 The great increase m speculation- during a period of inflation 
in relation to the demand for money 

5 Expansion in business and the need for more and more of 
money 

6 Comparison betueen the rales of interest and the marginal 
efficiency of capital 
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Q 10 “The rote of interest is determined by the demand 
for idle balances in conjunction with the supply of money over 
and above the needs of transaction,’’ Discuss. (Dilhi 19C0) 

Examine the statement that the demand for money depend* 
upon the interest rate and the level of national income. 

(Poona 1959 ) 

Examine critically the full implications of the statement that 
the rate of interest depends primarily on the decision about the 
form in which wealth shall he held ( Delhi 1958} 

What is the contribution of Keynes to the theory of interest ? 
How, according to the Keynesian theory, does the rate of interest 
affect income ? (/ d **?. 1955) 

Ans According to this theor\ interest is not a reward for 
“waiting ' or abstaining from consumption a* the classical school 
defined it, hut “a reward for parting with liquidity for ft specified 
period * or for not honrding Interest is not onlv paid for money 
The possession of monej lulls our disquietude and interest is the 
price which has to l»o pud to the lender to afftet the disquietude 
involved m porting with the liquid its 

Tlie rate of interest according to Keynes is determined by the 
supplj of in< ney on the one hand and the demand for money or the 
“liquidity prefiremo" on thootlur The supply of money is fixed 
by the banking system and cannot bo altered by tho public and 
therefore, at any point of time it may bo taken to bo gn cn and 
eonstnnt The real determinant of tho rate of interest is then tho 
liquidity preference 

Hut what is precisely meant by the phrnso lupuditv preference? 
In plain sense, it naans the demand tor money for using it fur 
♦hose purposes wjnili money jicilbrim in the rronomio system ey, 
sen ing ns the unit of account and medium of exilmngo In tho 
technical sense, the* concept of liquidity preference unpins tho 
prcfirenco or tho people to hold wealth m the form of liquid cash 
to other illiquid forms (ike bonds, set unties, bills of exchange, land, 
g Id, capital equipment etc This demand for holding mone\ in the 
form of liquid cash should bo clearly distinguished fmm tho demand 
for income Income is ft mt ans to satisfy wants and since human 
wants are unlimited the demand fm incomo is infinite Rut the 
demand ft r money is limited— it Is not nhiaw wise to hold whole of 
income or wealth in the form of liquid cash Tor, the holding of 
money imoh« on the one hand a cost — the interest lost, that is, 
the interest income that could be earned by lending it to others 
The holding of money , on the other hand, lulls our disquietude 
Every Individual strikes a balance between the gam and loss and 
decitits how much of his wealth he would hold in the form of liquid 
cash and how much m other illiquid firms 

Put why do people prefer to hold liquid cadi to other forms ? 
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What is tho explanation of the phenomenon of liquidity preference ? 
Here Keynes gives us the psychological motives which induce 
people to demand money or hold “idle cash balances " People 
demand liquid cash on account of the three fundamental motives 
namely, the “transaction, motive ' tho “precautionary motive * and 
the “speculative motive 

The transaction motive refers to the desire of tho people to hold 
wealth in the form of liquid cash in order to conduct smoothly tho 
day to day transactions or ns Keynes has put it “to bridge the 
interval between the receipt of income and its disbursement 1 2 Tho 
average amount that a pereon keeps for transaction purposes 
depends upon the size of his income, the length of the interval 
of the receipt of the income and the method followed in regard to 
payments The precautionary motive represents the desiro to hold 
cash balances in order to bo able to meet any unforeseen contmg 
encies in futiue liko illness, unemployment etc without nny diih 
eulty The amount of money required for satisfying this motive 
will differ v ulely with individuals and business firms according to 
the lev cl of income the state of social security, the nature of 
business, access to tho credit market and so on 

The speculate c motive refers to the desire to hold money in 
order to make a capital gun It is possible for people to make 
capital gains by borrowing money when tho rate of interest is low 
and lending it later to peopte when tho rate of interest rises 
Alternativeh the speculators can secure profits by purchasing bonds 
when their prices are low (» e the Tate of interest is high) and selling 
them when their priees art high (> t the rote of interest is low) 

The transaction and precautionary demands fi r money are 
mainly 'u resultant of the general nctn lty of the economic 
system and of the level of money me imo * Tho first two types of 
demand for money are fairly stable anil eonstnnt over a short 
period of time ns the levels of income and employment are not 
Riibjcct to significant i hinges o\cr the short period The apccu 
lativo demand < n the t tlier hand belongs to an entirely separate 
category It is highly icsponsivc to changes in the rate of interest 
If there is a change m the rate of interest, the cause is to 
be sought in the changes in the speculative demand 
rather than in the changes in the transaction and precautionary 
demands as tl ey aie more or less stable That is why Keynes 
settles down upon the spu nlative demand f r money os the real and 
ultimate determinant of tho rate of interest. This typo of demand 
arises on account of the uncertainty regarding the future rate of 
astmst fSf gperuiktVrw iYuiW eirsiY <nt rrttf flasis of tfdeir indlviubai’ 
expectations about tho future rate of interest but no one knows 

1 Keynes— op oil p 19V 

2 Keynes — oj ctl p 196 
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for certain what exactly the rate would be It is this “uncertainly 
os to the future course of the rate of interest which is the the sole 
intelligible explanation of this type of liquidity preference " 

Let 31, be the total quantity of money held by people for the 
transaction and precautionary purposes, y the level of in ome and 
L, the liquidity function corresponding to the transaction and pre 
^ cautionary demand for mone\ Then we have, 

3*1=1*! {y) 

If 31, be quantity of money held for speculative purposes, r 
the rate of interest and L, the liquidity function relating to the 
speculative demand, then we have 

M s =Ls (r) 

If 31 be total supply of money, then the composite liquidity 
function can be written as 

or M=*L(r !/) 

In the liquidity function it is postulited by Keynes that the 
demand for money is positively correlated with income — an increase 
in the level of income implies a rise in the demand for money and 
etee vena On the other hand it is negatively correlated with the 
rate of interest— a rise in the rate of interest reduces the demand 
for money or in other word*, an increase in the demand for money 
leads to a rue in the rate of interest and nee teim 

In Fig 1, OM represents the supply of money which maybe 
taken to be given and c< nstont and that is why the supply of money 
curve is QM is a vertical straight line The LPi/, curve represents 
the demand schedule of money at a level of income y, It is 
downward sloping showing the negative correlation between the 
interest rate of and the demand for money The rate of interest 
Vj is determined at the point P, where the supply of money is 
exactly equal to the demand for money Kow, if the liquidity 
preference schedule rises to LI’y t on account of an increase in 
income to y s the rate of Interest would rise from to y. 
Similarly , if the supply of money increases, the liquidity preference 
schedule remaining unaltered, the rate of interest would fall 

How does a change in the rate of interest affect the levels of 
income and employment? 

Tho rote pf interest affects the ieiels of income and employ 
ment through changes in the volume of investment A fall in the 
rate of interest, fur instance, raises the level of investment until 
the marginal efficiency of capital equals the reduced rate of 
interest An increase in investment through the multiplier leads 
to a multiple increase in income and employment 

1 I\evnc* — op ol ; 20) 
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POINTS TO REMEMBER 

1 According to the Keynesian liquidity preference theory of 
interest the rate of interest is determined by the demand for idle 
balances im conjunction with the supply of money 

2 The liquidity preference or demand psychological mohies 
namely, tne transaction, precautionary and speculative mollies The 
first tuo are more or bss stable and it is the speculative motive which 
is the real and ultimate determinant of the rate of interest 

bELFCT READINGS 

1 Kesne* General Theory C)i 13 

2 Kuril’ ara Introduction to Keynesian D mamics, Ch 4 

3 Hansen Guide to htjntt Ch 0 

4 Dillard Economies oj J it Keynes Ch 8 (pp 164 1 80 ^ 

Q 11 Do you agree with Keynes criticism of Classical 
Theory of Interest ? How far is his own reformulation an 
improvement upon the latter * {Gujarat 1959) 

Do you agree with the view that the Keynesian theory of 
interest like the classical, is indeterminate ? {Calcutta 1957) 

Ans In a nutshell the classical theory of interest is that 
"interest is a reward for ‘ waiting * (or saving and abstaining from 
the present c< nsuraption) and the rate of interest like the price of 
a commodity is determined by the supply of and demand for 
capital 

Tuc demand for capital depends upon the marginal product 
lvity of capital which in turn depends upon the amount of 
investment, the amount of investment being determined at the 
point where the marginal productivity of capital is equal to the 
rate of interest On the supply side, the supply of capital de 
pends upon the rate of interest, higher the rate of interest greater 
would Lethe propensity to save and larger would bB the supply 
of capital In the classical theory the rate of interest is viewed 
as the ‘ equilibrating mechanism ’ which equates the supply and 
demand frr savings If at any time, the demand for capital falls, 
the rate of interest is supposed to fall and lessen the supply of 
capital to correspond to the reduced demand for capital If, on 
the other band, savings increase more than investment, the rate 
c‘f interest is supposed to Tall until savings and investment are 
equal again 

In the diagrammatic terminology, S t S, represents the supply 
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function of savings it is upward Bioping showing that more is 
saved at a higher rate of 
interest and tics terta I,D, 
represents the demand curve 
of investment which is down 
ward sloping showing that 
the demand for capital 
) increases with a fall in the 
rate of interest and tice terse 
The market rate of interest 
r, is determined at the point 
F, where 1,1), and S,S, in 
tersect If the demand for 
capital falls as shown by the 
shift of I,D, downward to 
I,D,, the rate of interest 
would fall from r, to r. 

The first attack of Kejnes on the classical theory is that 
interest js not a reward for saving -is the classical school defines 
it For one can get interest for lending monej which he has not 
saved but inherited from the forefathers On the other hand, 
“if a man hoards his savings in rash, he earns no interest though 
ho saves just as much as before 1 2 At cording to Kejnes, interest 
is not the reward for abstaining from consumption but for 
“parting with liquiditv 

The really damaging Kevnesian criticism of the classical 
theory, however, is that in the classical scheme the rate of 
interest is in fact ‘indeterminate 1 According to Kejnes, the 
investment schedule ami the savings schedule are not independent 
as is supposed by the classical economists but jue_£uncJionaIly 
interdependent — and one cannot change without altering the other 
In tficdmgram” when investment schedule falls from 1^55, to I S D 2 ,\ 
the income will fall and this would lead to a reduction of 
sa\ings since as Kejnes points out savings are a function 
not only of the rate of interest but also of the level of 
inc ome But the above diagram does not contain enough dafcai 
to tell us by how much the savings would fall Thus as we 
arc not m » position to draw the savings schedule corresponding 
to the reduced investment schedule I, I), the rate of interest is 
, indeterminate The classicists committed this serious mistake by 
ruling out fluctuations in income and assuming instead a constant 
level of income corresponding to 1'uB employment 

The classical view that the rate of interest is the “equilibra- 
ting factor’ between savings and investment (that increased 

1 J M Kejnes — Qtnttol Theory of Fmploumcnt Interest and Mont i. 

p 16“ ■" 

2 Ivovnes— op ct p 181 — IS" 
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pavings by redi cing the rate of interest leads to a corresponding 
increase in investment) has also been challenged bv Keynes As he 
has pot it, "The rate of interest is not the price which brings 
into equilibrium the demand for resources to invest with the 
readiness to abstain from present consumption It is the price 
which equilibrates the desire to hold wealth in the form of cash 
with the available quantity of cash ”* 

Indeed, Keynes does not deny the influence of the rate of 
interest upon savings and investment He is prone to accept 
the view that an increase in the volume of savings will reduce the 
rate of interest and a reduced rate of interest will tend to increase 
investment But as he nghtly points out, the effect is not so 
certain The increased savings and the consequent fall m the 
rate of interest need not stimulate investment if the prospective 
yield on capital is depressed Very often a diminution in the 
propensity to consume depresses the marginal efficiency of capital 
and thus has an adverse effect on investment Keynes is also 
willing toaccejtthe view that more will be saved at a higher 
rate of interest than at a lower rate out of a giver income But 
as soon as changes in income are brought into the picture, savings 
seem to be interest mlastic A nse in the rate of interest will 
actually lead to a decrease in the amount of savings For when 
the rate of interest rises, investment falls and a fall in investment 
rarscs a decline in income and out of a smaller income less will 
be saved The fall in savings will be just equal to the fall in invest- 1 
ment since the two were equal before income fell and roust be 
equal afler the fall in income Thus according to Keynes, it is 
the income and not the rate of interest which ensures the equili 
brium of savings and investment Hence the oft quoted state- 
ment of Keynes "Savings and investment are the determinates 
< f the system, not the determinants ' * 

Another serious flaw in the classical theory of interest is that 
the classicists took into consideration only the two functions 
namely, unit of account and medium of exchange and completely! 
ignored the functicn of money as a store of value or what Keynesl 
calls “a link between the present and the future ‘ This was! 
quite natural for the classical economists who accepted Say’s Law 
of Markets and were concerned with the long period static 
equilibrium. 

All these differences between the classical school and Keynes 
arise on account of the fact that while the classical theory is 
based upon the implicit assumption of full employment and a 
given level of income corresponding to it, Keynes makes room for 


Kcj ne »— op cil , p 16" 
Kevnos, op eit p 183 
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changes m the levels of income and employment As a writer his 
put it The difference between the traditional theory of interest 
and Keynes monetary theory of interest is a fundamental aspect 
of the difference betw een the economics of full employment and 
the economics of less than full employment 1 

KeyneB by rejecting the classical theory on the grounds noted 
''above has advanced an alternative formulation of the theorj of 
interest called the Liquidity Preference Theory of Interest 
According to this theory interest is a piy ment made for parting 
with liquidity or for not hoarding and is a purely monetary 
phenomenon The rate of interest is determined in the market 
by the supply of money on the one hand and the demand for 
money or liquid cash on the other 

Money in the form of liquid cash is demande 1 bv jcoplc for 
many reasons In the first place people want to hold some money 
for carrying outdiytoday transactions Keynes calls this the 
* transaction demand for money Secondly the people also keep 
some surplus cash as a measure of precaution to meet unforeseen 
contingencies like unemployment illness etc Keynes describes 
this as the precautionary demand for money Thirdly there is 
tho ‘speculative demand for money — the people hoi 1 money 
‘with the object of securing profit from knowing better than the 
market what tho future will bring forth The speculators borrow 
money when the rate of interest is low and lend money when 
tho rate of interest rises or purchase bonds when the bond prices 
fall This motive arises on account of the u icertainty regarding 
the future rate of interest As Keynes has put it uncertainty 
as to the future course of the rate of interest is the 6olc mtelli 
gible explanation of this typo of liquidity [ reference * The 
transaction demand and the precautionary demind f r money 
depend primarily upon the level of income and only remotely 
upon the rate of interest The speculative demand for monev is 
however highly interest elastic and Keynes attaches great sigm 
ficance to this as tho determinant of the rate of interest 

If M| be the quantity of cash held hy people for the trans 
action and precautionary purposes y the level of income and L t 
the liquidity function corresponding to the transaction and 
precautionary demands for money, then we have 

M i =I *i (y) 

If M x be the quantity of cash held for speculative purposes 
r tho rate of interest and L, the liquidity preference function 
relating to the speculative demand for money , then w e have 

(r) 

1 D Haiti —Tka Econom csoJJ M Ktjnts 

2 Kejie*— op cii p 201 
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If M be the total quantity of money in, circulation then the 
composite liquidity function can be represented as 

or M=L (r y) 

111 Pig 2 the quantity of money m circulation i e , the supply 
of money is represented by 031 This can be regarded as given and 
constant at any po nt of 
time as money cannot be 
created by the public and 
for this reason the supply £~ 
of money curve QM u a S 
vertical straight line show {Jj 
mg that the quantity of ►- F 
money in circulation is 
absolutely inelastic in 
response to changes in the 
rate of interest LPy, 
represents the demand f r 
money r liquidity pre 
ference of the public and 
is downward sloping show 

ing that the demand for ® M X 

money increases with a QUANTITY OF MONEY 

fall in the rate of interest F g 2 

As the demand for money also depends upon the 
level of income a liquidity preference curve represents the demand 
for money corresponding to a given level of income 

V6n Am ,evel of income y, and the quantity of money in 
K r r te of ,ntereat r is determined at the point 

K where the supply of money equals the demand for money If 
ie, q , U n ld it y i Pre , fer ; nCe curve "irises to L’P>y t on account of 
a rise m the level of income to y, the rate of interest rises to r» 

the M^?i, neSian th A 0ry ,°^ ,nter «t is an improvement over 
monev i“* that b 7 « ntro ^cmg the d?nam.c role of 

™ k , betWee , nthe Present and the future and the 

W 8peculat,ve deman<1 for m °ney K eynes emphas.zes 

levels ofSmJ an f eXI> f ctat,ons exert a significant influence on the 
dlssfcsl "1 an , d empl 7 men , t thr&u e h the rate of interest * The 
finctmi ° n the ° ther hand ^ abstracting from the 

as a non 7 ? a 8t ° ,e of wea,th represented interest 

as a non monetary phenomenon 

suffer^ w\w r0f Ha ° sen , ha3 aptly shown the Keynesian theory 
suffers from the same fundamental flaw as the classical theory 
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The Keynesian theory like the classical theorj is also ‘‘indeter 
inmate ' 1 To understand this let us revert to Fig 2 In Fig 2, 
according to Keynes when the liquidity preference curve rises to 
LTtyii the rate of interest would also rise to r l But as Hansen 
contends the change m the rate of interest cannot be independent 
of the level of income. W hen the rate of interest rises, investment 
will fall off as the level of investment is dependent upon the 
* rate of interest A fall m the level of investment would bring 
down the level of income and a reduction in income implies a 
decline in liquidity preference so that the rate of interest would 
fall but we do not know bj how much it would fall 

POINTS TO REMEMBER 

1. The fundamental Keynesian criticism of the classical theory 
is that the savings Junction cannot change independently of the in 
vestment function Since the classical theory does not protide for the 
change in income, it is indeterminate 

2 The Keynesian theory is also indeterminate became the 
liquidity preference function cannot change independently of the in 
vestment function 


SELECT READINGS 

1 Kevnes General Theory Ch 14 

2 Hansen Guide to Keynes Ch 6 Ch 7 pp 140 — 141 

3 Dillard The Economies of Ktynes Ch 8 (pp 164 160 189 193) 

Q 12 To what extent is it correct to say that the rate of 
interest is a highly psychological phenomenon 1 Explain, in 
the light of your answer, why short terns rales tend to fluctuate 
more than long-term rates of interest [Delhi 1959 ) 

“In Keynesian theory the rate of interest is what it is be- 
cause it is expected to become other than it is if it is not expect- 
ed to become other than it is, there is nothing left to tell us why 
it is, what it is Discuss. (Bombay 1957 ) 

Ans According to Kejnes, the rate of interest is ‘ a highly 
psjchologic.il phenomenon 1 and plajs a significant role in the 
fluctuations of income and employment in a capitalist sjstem 

Keynes 1 Liquidity Preference Theory of interest states that 
the. vote qC wbmest is. d/if.ec th ft if towj ?,y. ‘An 

one hand and the demand for money on the other As the supplj 
of money is gnen at nnj point of time (it is determined bj the 
banking system and cannot be created by the public) the rate of 
interest is determined by the liquidity preference or the preference 
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of the public to hold wealth m the form of liquid cash to illiquid 
assets like bonds, securities etc 

W hat is the explanation of the phenomenon of liquidity 
preference * Why do people demand ready cash in preference 
to income yielding bonds, securities etc ? Here Keynes gives us 
the three broad motives for holding money namely, transaction 
motive, precautionary motive and the speculative motive 

The transaction motive refers to the desire to hold wealth m 
the form of liquid cash in order to carry on smoi thly the day to 
day transactions or as Keynes has put it, ‘ to bridge the interval 
between the receipt of income and its disbursement 1 2 3 The pre 
cautionary moti\ o refers to the desire to hold cash in order to be 
able to meet any unforeseen contingencies in future like illness, 
unemplojment etc awthout any difficulty The speculative motive 
is bv far the mest significant one and Keynes regards this as 
the ultimate determinant of interest Tho speculative demand for 
money means the desire to hold money in order to make a capital 
gam It is possible for people to make capital gains by purchas 
ing bonds when their prices are low (» e when the rate of interest 
is high) and selling them when their prices ore high (» e when tho 
rate of interest is low) 

Now the transaction and tho precautionary demands for 
money arc mainly a resultant of the general activity of the econo 
mic system and of the level of money income ’ * These demands 
are rather insensitive to changes in the rate of interest Tho specu 
lative demand for money, however, belongs to an entirely separate 
category It is irrcsj onsive to changes in the levels of income and 
employ ment and is highly interest elastic The changes in tho 
levels of income and employment are however, insignificant over 
a short period c f time If there is a change in the rate of interest, 
tho cause is to be sought in tho speculative demand rather than in 
the transaction and precautionary demands for money That is 
why Keynes emphasizes this as the ultimate determinant of the 
rate of interest 

This speculative demand for money is a highly psychological 
factor The speculators hold money ‘with the object of securing 
profit from knowing better than what the future will bring forth ' * 
This is because of a special kind of uncertainty which surrounds 
the rate of interest If the speculator expects the rate of interest 
to fall in future (or the bond prices to nsc) he will give up cash 
and purchase bonds instead If his expectation materialises 1 1 if 
the rato of interest actually falls, he will be able to reap a capital 
gain But no one knows lor certain what the future rate of inte 

1 Keynes — op cit , p 105 

2 Keynes — op ctl p 196 

3 Key i cs — op cit | 1 0 
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rest would actually be It is this “uncertainty as to the future 
course of the rate of interest which is the sole intelligible 
explanation of this type of bquiditj preference ’ 1 2 

.As nobod} can be certain about the future rate of interest, 
everyone forms his own estimate on the basis of his individual 
expectations The individuals who think that the current rate is 
above the “safe’ or the “conventional rate of interest and is likely 
to come down in future will purchase bonds in the hope of selling 
them at higher prices later In the terminology of the stock 
exchange market these individuals are called “bulb ’ On tho other 
band, these speculators who expect that the rate of interest will 
n«c in future sell out securities and acquire liquid cash Thcso 
individuals are called “bears * The market strikes a balance bet 
ween the two opposite categories of expectations The balance 
of expectations about the future rate of interest influences the 
actual rate of interest Thus there are complex psychological 
influences working upon the rate of interest and that is why Keynes 
describes the rate of interest as “a highly psychological phenome 
non ” It is also clear why Prof Robertson states that m the 
Kejnestan theory “the rate of interest is what it is because it is not 
expected to become other than what it is if it is not expected to 
become ether thin what it is, there is nothing left to tell us whj it 
^ is * In other words, m the ultimate analysis, the rate of interest is 
in fact determined bj the expectations of the public regarding the 
future rate of interest C 

In what sense can it be said that the rate of interest primarily 
depends upon the decisions about the form in w hicli w ealth flT* 
held ! The answer is obvious The speculative demand is nothing 
but the desire to hold wealth in the alternative forms of 
wealth eg, liquid ca«h, bonds, securities, bills of exchange 
etc If the rate of interest is high, the cost of liquidity 
is large and people would reduce their holdings of wealth in 
the form of monej If the rate of interest is low, the cost of liquidity 
is small and therefore, people shift from other forms of assets to 
money These actions react upon the rate of interest through the 
demand for money function Similarly, if people expect the rate 
of interest to fall, thej would give up liquid cash and purchase 
bonds The rise in the demand for bonds would rai-e the bond 
price which would ultimately affect the rate of interest 

* The short term rate of interest is subject to greater fluctua 

* tions than the long term rate of interest This is because of the 
\ fact that over the short period, the speculative demand for mone} , 

* os wc have seen, changes very widely. But over a long period of 
41 time the expectations of contrary nature cancel themselves out 


1 Kevne*— op eit , p 201 

2 D II Robcrl'on— Mr Keanes ami the Pate of Interest in Real n a* 
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modes’, zxrtor mrst and n.ccroAnoj.3 

leaving very little influence upon the rate of interest That it 
■why the long term rate of interest re relatively stable * 

I'D! NTS TO RtMfcMBM. 

1 The rate of intertills “« highly ptychologtcal phenomenon 
because the speculative demand for money ichtch is ike vllmalt 
determinant of interest i* a psychological factor 

2 The sp*cvlatne demand determine* tn vhi Jem 
vealth is held, Ike rate of interest depends upon the decisions about 
the forms in nhich Health is held 

3 As the speculative demand for money changes more tuMy 
tn the short period, the short term rate of interest fuel volts to a 
greater extent than the long term rate of interest 

NLtLCT BLADINGS 

) Keynes General Theory, Cli XV 

2 Kunhara introduction to Keynesian Dynamics, Cb It 

1 Robertson Mr Keynes and Ihe Bate of Interest in tbe But# 
tn she Theory oj income Distribution (American Economic Assocutun) 

4 Lcrncr, A I' Aflernolire Formulations of (he Theory oj Iderti 

o Hnrrje (ed ) Ktv> hconomics 


Q 13. What is the explanation of relatively low f»(« 
interest in underdeveloped countries even though such 
suffer from shortage of capita! ? (Punjab 

In an underdeveloped country capital i* scarce J** 
marginal efficiency of capital is low How do you 

Ans The term “underdeveloped" country re *5 rs , a /pl 
language to a bi oh ward or poor country with a low * TC 
capita rial income An underdeveloped country 
distinct and peculiar characteristics In the first place, fa* 0 I 
\rloprd rountn ia predominantly agricultural Agriculture^, 
fur <10 70° o of employment and national income ' 

15 JO 0 0 in the advanced industrial countries h*f 
i'.S A , feovut Hu«iin, Germany etc Secondly, the UDt y , 10C 
lotmtri is overpopulated in the sense that tbe P°P~ S 
targe relatively to the volume of natural resource* , { 
of tapital Thirdly, the stock of capital is limited « ^ 

of Imesnnent is too low The rate of investment m 
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developed country varies between 3 6% as compared to 
16 18% in -the advanced industrial countries* India Cejlon, 
Mala) a, Indonesia and most of the African countries exhibit these 
common characteristics and can be described as under developed 
countries 

It is a strange paradox that in spite of the scarcitj of capital 
the rates of interest in underdeveloped countries are relatively 
low The supply of capital depends upon the volume of domestic 
savings which is limited on account of the low Jcvcl of real income 
The level of real income is low because of low productivity which 
is due to the limited suppl) and use of capital This is the so called 
“vicious circle of poverty * 

The reason why in spite of the scarcity of capital the rate of 
interest is relatively low in an underdeveloped economy can be 
explained with the help of the classical theory of interest The 
Keynesian theory of interest is largely inapplicable to under 
developed countries because the assumptions underl)ing the 
Kc)ncsmn theory do not obtain m underdeveloped economics 
In the first place Keynes assumes a highly monetised economy 
where all the transactions take place through the medium of monc ) 
In an underdeveloped economy, on the oth»r hand we find a vast 
non monetised sector where changes in the rate of interest do not 
have any influence upon the nature and level of economic activity 
at all Secondly, Kevnes presupposes the existence of a highly 
dev eloped organisation of monoy market with sub markets special 
ised m different types of monetar) transactions like bills of cx 
change, bonds, securities etc In such a market the liquidity prefer 
enco or demand for money is highly responsive to changes m the 
rate of interest In particular, the speculative demand for money 
is highlj interest clastic and exerts a predominant influence upon 
the rate of interest In an underdev eloped country, on the other 
hand, a developed money market is conspicuous by its absence 
The specialised sub markets like the bill market bond market etc 
arc of limited significance The speculative demand for monev is for 
these reasons of limited magnitude and cannot be regarded as the 
ultimate determinant of the rate of interest as the Keynesian liquid 
it) preference theory purports to show 

B) rejecting therefore, the Keynesian theor) ns an in 
appropriate tool for an analysis of the problems of money and 
interest nan underdeveloped country wc can turn to the classical 
tficor) 

According to the classical theory of interest, nfl wo know, tho 
rate of interest is determined by two forces namely, the supply of 
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capital and the demand for capital. The fundamental explanation 
of the low rate of interest in an underdeveloped economy lies m 
that although the supply of capital is limited the demand for 
capital is also limited correspondingly The demand for capital for 
purposes of investment is small on account of the fact that the 
inducement to invest is weak or as Keynes w ould put it, the 
marginal efficiency of capital is low. The inducement to invest 
is weak on account of, as Prof Nurkse has explained 1 , the limited 
size of the market for goods and services in the underdeveloped 
country The basic determinant of the size of market is the level 
of productivity and real income Ab the level of real income of the 
majority of the population is extremely low, the volume of aggre- 
gate demand is not sufficient to warrant mass scale production with 
the help of capital-intensive techniques of production 

It is not difficult to find illustrations of the way in which the 
small size of the market can discourage, or e\ en prohibit the profit- 
able application of capital in improved techniques of production. 
In place of the hand made shoes if an entrepreneur introduces shoes 
of finer quality produced with relatively much more expensive 
materials and techniques, the limited demand on account of the 
poverty of the masses would land the entrepreneur into huge losses. 
To take another illustration, the private capitalists may be pre- 
pared and even willing to make large scale investments in the 
production of can and television seta in India, but as very few people 
at the present stage of economic development would be able to 
afford the enjoyment of these luxuries, the willingness to invest 
cannot materialise Manv articles of common use in advanced 
industrial countries like the U K and USA can be sold in the 
underdeveloped countries in quantities so limited that the plant 
working only a few weeks or even days can produce enough fora 
whole years consumption. This means the plant would have to 
stand idle for the rest of the year Prof Nurkse quotes the instance 
that m Chile a modern rolling mill which is a standard equipment 
in any industrial country can produce in course of three hours a 
sufficient supply of a certain type of iron product to last the 
country for one jear In some cases the plants which were installed 
in some Latin American countries by the foreign entrepreneurs were 
ultimately withdrawn, because it was found that the local market 
was too Mnall to warrant their operation. Under such circumstances, 
the limited demand for capital for investment nullifies to some 
extent the effect of the scarcity of capital and the rate of interest 
remains at a relatively low level 

This is another factor which works against large scale invest- 
ment; o/otprfai’ iiTitir Q'liubruVwilrpvii 1 cumrtfry Tiltf rniukruWmbpwf 
country is characterised by the existence of a large volume of un- 
employment and consequently labour is relatively much cheaper 
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than capital For this reason, it »s found to be much more profit- 
able to make a greater use of cheap labour than scarce capital 
The result is that the demand for capital remains at a low ebb 

The pace of investment is also held up in underdeveloped 
countries because of the absence of the 60 called external economies 
like electricity , water supplj, means of transport and communica- 
tions, roads, banking and financial institutions trained labour 
etc These amenities are essential for investment in anj tjpe of 
industrial production and without these basic facilities pm ate 
investment cannot be expected to coma forth An entrepreneur 
willing to set up a cloth factory would be unable to do so, if he 
cannot be sure of getting regular supplj of power or if the means 
of transportation and communication are too undeveloped to use 
them for sending lus production to the market Thus the absence 
of these facilities which are so chara tenstic of the underdeveloped 
country also limits the pice of in\estment 

POINTS TO RFMEMBFR 

1 The apparently strange phenomenon of the velalitrly loti 
rates of interest in the underdeveloped countries in spite of tie 
characteristic scarcity of capital can be explained by referring to 
the classical theory of interest 

2 The Keynesian theory of interest is of limited applicability 
in the underdeveloped economy because of («) ll e existence of a vast 
non monetised sector (u) the absence of a developed money marl et 
{ut) the limited sign flea nee of the so called speculative demand for 
money 

3 According to the classical theory, tie rale of inteiest is 
determined by tl e supply of capital and demand for capital It is 
true that the supply of capital is limited but tl e i ate of interest is not 
high because the demand for capital for investment is correspondingly 
loic The explanation of the lore level of demand for capital 
lies in that (o) the real income of the majority of the population is 
loic and therefore, the volume of aggregate demand for goods and services 
is limited, (b) the relative abundance and cheapness of labour d is 
courages large scale capital vmest merit, (c) the absence of the baste 
amenities for industrial production seriously I ampers pmale intent 
meat 

4 Tie net result is flat tie Ion demand for cajital neutralises 
to some extent tl e potential effect of tie scarcity of capital on the 
rate of interest in tie mi lerdet eloped countrie 

Nil FCT RUDINCs 

1 NurV*« Problem* < f Capital Porn nl oi 1 1 L n ferJt reloped Con xtrut, 

Ch I 

2 Me r »nd B«! lw n Economic Development pp 303 310 

3 Kf\ne* Centra! Th^rj Cbs \III \!\ 
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Q. H What i> the difference between the "loanable fund*” 
theory and the "liquidity preference” theory of interest? Can 
you reconcile the two ? 

Compare and contrait the loanable funds theory of interest 
and liquidity preference theory Discuss the view of Hicks that 
the dispute between the upholders of the two theories is a "sham 
dispute' . ( Calcutta 195G) 

An s The theory of interest like most other theories in econo- 
mies has undergone an evolution and has been the subject of contro 
versy, discussion and criticism Broadly speaking, there are two 
alternative approaches to the theory of interest namely, real and 
monetary The Waiting or Abstinence theory, the Azio or Austrian 
theory, the Classical supply and demand theory are well known 
instances of the real approach to the theory of interest According 
to the monetary approach formulated by writers like Keynes, 
Lcmer, Hansen and Somers interest is a purely monetary pheno 
menon and it loses its distinctive characteristics in a non monetary 
economy In the monetary approach there are two alternative 
theories namely the Liquidity Preference Theory and the 
Loanable Funds Theory which, although of quite recent origin 
have been the subject of a long and acute controversy 
Beferring to this, Hicks has observed in his Value and Capital 
that the controversy has been rather baseless— "a sham dispute " 
Although the two theories are apparently divergent, yet they are the 
same in substance 

Before giving a verdict ns to whether the differences between 
the two thee nes arc real or imaginary, and which of the two is 
preferable, it is essential to review the theories first 

The liquidity preference theory states that the rate of interest 
is the reward for parting with liquid purchasing power, nz , money. 
People w3nt to have money for meeting day to day requirements 
(transactionary demand), fur meeting the emergencies (precautionary 
demand; and for using that money in the speculation of securities 
(speculative demand) Naturally, the first two sources of demand 
depend very much upon the income and the standard of living of 
the people and are not very sensitive to changes in interest rates, 
while the speculative demand for money really stems from variation 
in rate ef interest For with changing rate of interest, there arises 
a possibility of earning out of possible changes in the capital value 
of the assets Thus investment is very sensitive to the i hanges 
in the rate of interest and we can accordingly have a liquidity 
preference schedule showing the demand for money at different rates 
of interest and corresponding supply of money Where the two 
schedules intersect, the rate of interest w determined for the time 
being The supply of money, however may or may not be influ 
enced by the changes in the rate of interest as how much money to 
supply is the decision which the monetary authorities make 
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Butin the case of loanable funds theory, a sin g le clear c ut 
statement is not available Whether loanable funds theory really 
amounts to~the same thing as the liquidity preference theorj or not, 
therefore, depends upon how we define the loanable funds and in 
what context the whole thing is set However, in a general way, 
we sav that according to loanable funds theory, the interest rate is 
determined by the supplj and demand for loanable funds As Ler i 
ner puts it, we can have ordinary savings and investment schedules 
showing the values of the variables at different rates of interest' 
and also the schedules showing “hoarding and the supply of new 
money Thus the supply of “credit** or funds available for lending 
would be shown bj the savings of the people plus tho additions to 
the monej supplj during that period, while the demand for loans 
would be the demand for 
investment plus the demand 
for hoarding monej \\ here 
the two combined sclie 
dulcs balance, the rate of 
interest is determined It 
can be illustrated geometn 
callv also 

S and I are the ordi 
narj savings and investment 
schedules corresponding to 
different rates of interest 
L is the curve showing the 
demand for hoardings nt 
different rates (L curve 
is sloping dow nw ards show 
ing that the hoarding at 
higher rate of interest would 
be less because it costs more 
to hoard) and M curie shows the additional supplies of monea 
Adding the curves S and M, and I and L, we get the interest rate 
P,B 

Here L curve shows positive values for all the rates of interest 

and M is a aertical straight line , it would make no difference to the 
basic arguments if M changes its shape or L has also some negative 
values 

It may be seen that the hoarding is equal to savings — lending 
plus borrowing minus investment, in sarobols hoarding=S — J-J-6 — f 
But' savings =1 m o me I— consumption C, so that hoarding =y — c — l 
+6 — Thus hoarding is the net change in the 
amount ot nnne\ held (because Y-i-6=total receipts and c-fl-{-I=r 
total money outlajs) and since hoarding or dishoarding takes place 
onla when there is a chan ge in_the rate of interest, no hoarding I 
(or dishoarding) w ill take place if the rate of interest remains cons- / 
tant for a sufficient!} long period Thus w ithin the system envisaged* 
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by the loanable funds theory, while savings and investment depend 
upon tho level of interest “hoarding ’ depends upon the changes 
in the rate ot intercut 

In the liquidity preferen e theory we have seen that the specu 
lative demand for money 1 depends essentially upon the expect- 
ations of changes in the tate of interest and now we have seen that 
hoarding also depends, in a similar way, upon the changes in the rate 
of interest If, therefore, the two theories are to say practically tho 
same thing, tho loanable funds theory should bo converted into one 
in which savings and investment curves have nothing important to 
say This attempt was made by Lerner Ho says that since invest 
ment anil savings are always equal, therefore the investment and 
savings curves coincide and accordingly the rate of interest wo get 
by tho intersection of S+M and L+I cuncs will be 
tho same as that obtained by the intersection of L and M curves 
But such an approach has the defect of leaving t he level of incom e 

( out of account Ihe loanable funds theory, oven by recognising 
tlio equality of savings and investment cannot be stated to have 
become identical with the liquidity preference theory because the 
loanable funds theory runs m terms of flows of a dditionaLmoncy 
and the demand f< r hoarding which naturally should (in addition to 
interest) be a function of the el of inc ome aUo 

Hicks tried to show that the liquidity preference and loanable 
funds thet nos are the same by making use of his general equilibrium 
anal) sis Interest is determined, like all other prices simultaneously 
with all the other unknown values in tho economic system Tho 
general equilibrium system is solved with the help of simultaneous 
equations and therefore m the system we can have one equation 
showing demand and supply of money and another showing tho dc 
mnnd and supply < f loanable funds Mathematically, one equation 
follows from all the others put together, and therefore il we elimi 
linte monej equation, we get the loanablo funds theory and if 
yte eliminate the loanable funds equation we get the liquidity pre 
fercnce theory Thus to lum it is only a sham dispute between 
the nionetnry theorists 

Altlic u„h there is hardly nm ground for the dispute between 
the ad\i cates of tiie Liqm Uty Preference theory and the Loanable 
Funds thei ry and both the theories ultimately lead to the same result 
there are deli mte grounds cn which one theory is preferable to the 
other The liquidity preference theory runs m terms of stocks » e 
supply of money in the short run and its demand in the short run 


1" VIJijor partol'tl'e (btsl'clemaiMl* Since in <le\cl6pcil'countriastliestbcl^ 
of seCirities is s erj great as compared with the transactionary aud precaution 
ary demand for mnnev, for all practical purpose* transactionnry and 
I recautionart demand for mnnc\ can he i eglocted while consider og the 
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varying with the cvpcctatio ns of future interest rates The loan 
able funds theory is essentially one of flows 1 e , so much supply of 
loanable funds and so much demand for loanable fund® per period 
of tunc Mam theorists feel that the stock approach is better as 
far ns the rate of interest goes \\ ell, on this account it mav not 
be so But «c can certain!) show tint the liquidity preference 
theory n preferable on certain other gr< un Is The 'iqindit v preference 
theon draw sour attention to the motives fertile demand for monel 
and the changes that take place there Loanablo funds theorv is 
weak in this respect Liquidity preference theorv is a part of a 
general iLtcrimtntc system os put forth b\ Keynes while the loan 
able funds theon has de% eloped m the context of partial eqmh 
hr mm nnatysis and can therefere, be a square peg in a round holo 
of a genera! determinate system 

In the caso of loanable funds theon savings and investment 
schedules depend upon the lea cl of into vst rate and hoarding respond 
to changes in tho mtrrcst rate But since sav mgs and investment 
must nlv\a)3 be equal whatever tho rate of interest and the level of 
incomo, tho relationship between the savings and investment 
and interest rate becomes meaningless It will lie obv ions from t?io 
attempt made bj Lcrncr to reconcile the two theories Since sai 
ings and investment arc nlwavs equal, the same result regarding 
the rate of interest can be obtained from L and M curves and it is 
therefore, superfluous to talk < f the role of sav nigs and inv estment 
ill the determination of the rate ot interest On the other hand, 
if we eliminate the savings and investment schedule from our 
eonsulcratu n, wo arc faced with another ddfloultv Suppose nil 
the savings arc lent out and all bmowinps are invested and no 
investment takes place b) nnj dishoarding, so that hoarding ami 
dishoarding are both zero, then the loanable funds theory reduces 
to the statement that the rate of interest is determined bv tho 
demand fv r ond snpplv of savings — the classical theorv of interest 
— while we have seen above that savings and investment schedules 
can bo left out while considering tho determination of the rate of 
interest In liquidity preference theory, there is oo-trap because 
there savings nre supposed to be interest inelastic and tho funds 
for investment arc governed b) the money supply Sav ings cquato 
themselves to investment un changes m income and the rate of 
interest gets ultimatelv determined by the supply of and demand 
for moncj In the Kcvnesian Bvstem we have the liquidity pre 
fcrcnce, the marginal efli icncy ot capital, the marginal propensity 
to consume nod t he mi n y aupph »v the ultimate determinants of 
the econom c s\ stein and out of these tho liquidity prefirence and 
money supplv vUtcrnime the rate of interest Tlierr is no ambi 
guity or contradntion involved and, therefore, wo can eafc.lv Bvy 
that it is better to adhere t > Keynesian liquidity preference theory 
rather than be lost in tho wood of loanable funds theorv 
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POINTS TO REMFMBER 

1 There have been 'real ' theories of interest and monetary 
theories of irterest 

2 The distinction betueen money and loanable funds 

3 If hile the liquidity preference theory has a single compact 
formulation the loanable funds theory waters because of differences tn 
the definitions of loanable funds 

4 Briefly tn the liquidity preference theory, supply of money 
is determined by the monetary authorities uhile the demand for money 
comes from liquidity preference of the people which is due to the 
tram actionary, precautionary and speculative motiies The specu 
latue mottie is the most important of these and very sensitive to 
changes tn the rate of interest 

5 The supply of loanable funds comes from the sat mgs of the 
people plus the additions to money supply tn a given period and the 
demand for loanable funds comes from the t nve tors and those uho 
want to hoard the funds The combined curves of the tuo sides gne 
us the rate of interest 

C Lerner attempts to say that the. two theories are the same by 
pointing out that since savings equal investment we can eliminate this 
constant quantity from the total supply and demand schedules of the 
loanable funds and still get the same result te the remit that inter 
section of L and M curves would gne 

7 Hicks tries to resolve the dispute by making use of his general 
equilibrium analysis 

8 But Hicks fails to bring out the role of the rate of interest tn 
the uhole mechanism of the economy 

9 The loanable funds theory has the defect that since savings 
equal tmesln ent it is superfluous to include these in the demand and 
supply of loans But if we exclude them and if i» actual practice, dc 
mand for and supply of loans coincide with the savings and investment, 
where doe - the theory stand ? 

JO The liquidity preference theory has no such trap because 
here the sat mgs are income elastic and not intere t elastic and the 
interest is determined by liquidity preference and money supply, two of 
the four ultimate determinants (t»* , liquidity preference, money supply, 
marginal propensity to consume and marginal efficiency of capital) 
SELECT READINGS 

1 Pat nk n D Liquid ty Preference and the Loanable Fonda Stock 
and Flow An&lj 8ut f Eeonomteo t958 

2 Lerner AP Alternative Formulation of the Theory of Interest 
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3 Kle n Keynes an Ktvolut on 

4 Hieke JR I oZue and Cap tot 

f Somers Article m the Readings tn ilonetar j Theor j (A F,A ) 
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Q 15 Do you agree with the view expressed by Dr Roota 
that under modern conditions even small changes in official money 
rates can exert such a surprisingly strong influence on business 
conditions because of their effect not so much upon either borrow- 
ers or tbe savers of money but upon the lenders of money which 
ha* been already saved in the past 1 2 3 ( Poona 1960) 

In what manner do changes in the rate of interest react on 
the level of income in a community 7 (Punjab 19o9) 

Discuss the economic effects of a cheap money and easy 
credit policy for a country on (a) production, (b) employment and 
(e) foreign trade (Aqra 195S) 

Ans. A cheap mone\ pohcj (an increase m the ouantit* of 
money or ft lowering of the rate of interest direct)*) affects the 
levels of real income, employment and foreign trade through the 
three Keynesian /unctions name}}, the liquidity function the 
investment function and the consumption function ' 

An increase in the quantity of money loners the rate of 
interest , the liquidit} function determines b} how much the rate of 
interest wcu'd be lowered The fall in the rate oT interest through 
the investment function, leads to an increase in the scale of 
investment, giren the marginal efficient of capital The increase 
m investment t»a the consumption function and multiplier brings 
about on increase in output or real income Thus a cheip mono} 
policy has, ‘other things remaining the same , a fnotirabh, 
effect upon production But the phrase ‘other things remaining 
the same' conceals a number of limitations of this polio* which 
should be clear!} borne m mind The ultimitc result of the 
action and interaction of the variables cannot be claimed to be so 
certain In the first place it raa} not alnaja be easv for the 
central bank to lower the rate of interest b} a mere expansion in 
the quantity of money The increase m the quantity of money may 
be offset by a corresponding increase in the liquidit} preference as 
it mi} happen ‘when a great feeling of uneertamt} and the anti 
cipation of price reductions increase the attractiveness of liquidit} 1 
Eicn if it were possible to lower the rate of interest initial!}, beyond 
a certain limit it would be almost impossible for the central bank 
to influence it “After the rite of interest has fillen to a certain 
level, liquidit} preference mi} become virtual!} absolute in the 
sense that almost ei cry one prefers cash to holding a debt which 
j.vMIpjv'Apm jtzptp&F jje&ivut*? ' a 

{secondly, a fall in the rite of interest does not necessanh 
imph an increase m the level of investment If the fall in the rate 
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of interest is accompanied by a fall in the marginal efficiency of 
capital due to economic or political reasons, the level of investment 
may not increase Similarly , how significant the influence of the fall 
in the rate of interest would be on investment depends upon what 
position the interest cost occupies in the total cost structure of the 
output If the interest cost forms an insignificant part of the 
total cost, the increase in investment would be negligible or ml 

Thirdly, the efficacy of the cheap money policy m raising the 
level oi real income depends upon the smooth operation of the 
multiplier process. The multiplier is based upon the assumptions 
(a) the presence of mvoluhtary unemployment and the elastic 
supply of labour at the current moDey wage, (bj the existence of 
excess capacity in the capital equipment 1 2 If involuntary un 
employment is absent or in other words, there is full employment 
in the Keynesian 6 ensc the labourers by definition would react 
to use in prices by raising money wages In such a situation, a 
cheap money policy would lead to a vicious wage price spiral 
without significantly increasing production Similarly, if sufficient 
excess capacity in capital equipment is absent 0 r if there are 
rigidities in supply of raw materials, a cheap money policy by 
raising the prices of the factors of production would generate a 
cost inflation To put it in a different way, in such a situation 
an increase in the quantity of money would merely increase the 
money income without raising correspondingly the real income of 
the community * 

Y> hat would be the impact of a fall m the rate of interest on 
the level of employment f The effect on employment depends upon 
the movement of investment as employment is functionally related 
to investment Jf the marginal efficiency of capital is favourably 
affected and the supply of productive resources is sufficiently 
elastic employment would continue to increase until full employ* 
ment has been reached But there is a force which may pull 
employment in the reverse direction If the fall in the rate of 
interest is very significant and 13 expected to continue fora 
sufficiently long time, the fall in the ratB of interest 
nnd the consequent cheapening of capital may induce 
entrepreneurs to substitute the capital intensive technique of 
production in 1 lace of the labour intensive ones This tendency 
will become especially prominent as the full employment is reached 
nnd the money wages start rising How significant this substitution 
effect would be or would be operative at all of course depends 
upon how large interest cost is in the total cost of production 

1 AK Datgupla — Keynesian Fconomica and Underdei eloped 
Country in V B Singh (ed ) — A Symponum on Keyntnon Economtct 

2 V KR V Rao— Investment Income and the Multiplier in an Under 
det eloped Economy in Agarwsla and Singh (eds )— / ccmormct ej Vndtritvtlop 
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The cheap monej’ policy affects the foreign trade of tho 
country through its influence upon tho price lovcl. So long ns 
there arc uncmploj cel labour and unutilised resources, the fall in 
the rate of interest would increase output and cmploj ment rather 
than prices. But as full employment tends to bo reached prices 
would rise sharply on account of diminishing returns ami tlio 
increased bargaining strength of tho workers 1 

A rise in prices would have a tiro fold influence on foreign 
trade. In tho first place, on account of tho rise in tho cost of 
production of tlio exports, the exports of the country would fall 
off. Secondly, the increased money incomes would raise tho 
propensity to import and thus imports would increase. Tho net 
result would he an adverse baianco of trade. 

On tho other hand, the fall in the rate of interest would 
discourage the inflow of foreign capital and tho domestic capital 
would tend to flow out where it can obtain a relatively higher rate 
of interest. 


POINTS. TO ItLMCMUnn 


1 A cheap money policy affects the hi eh of real tn'Otne , emp- 
loyment and foicign trade through the three indepnuhnt functions 
namely, liquidity function, tniestment function at d thi consumption 
function. 


2. A cheap money policy uonld increase production so 
long as there are unemployed labour and unutilised productive 
resources 

3 If investment reacts fax our ably to the cheap money polity, 
employment i could increase until full employment i» reached 

4 A cheap money policy by raising the export prices irould 
generate an ndterse balance of trade . 


SKLECT READINGS 


1 Kfynrs Central Theory, Ch. XXI. 

2 Dillard The Economics oJJ if Keynes, Ch. VUrfpp. 181 189). 

* Somm, It y i JCom-tary Tolicj and the Theory of Interest In Head. 
in Theory oj Income Distribution (American Economic Association). 


1 Krj nis— -O'eNfru! Theory, p JiJt 



MONEi , EMPLOYMENT AND FLUCTUATIONS 


62 


Q 16 "Deficit financing can mobilise resource* for economic 
development ” Critically evaluate this statement. 

(Suggested Question) 


Ans. In the "western countries the expression "deficit 
financing” is understood in the sense of the operation of meeting 
the excess of pnblic expenditure over current revenue But in 
India it has been the convention to use the term in the sense that 
the government meets its budget deficit through the sale of 
securities to the central bank or by drawing down its cash balances 
or by issuing fresh currency This is the definition of deficit 
financing which was adopted by the Planning Commission in the 
First Five Year Plan According to this definition the receipts 
from the sale of securities to the public are placed in the budget 
under "capital receipts and are not shown as forming a part of 
the deficit Thus genuine savings are clearly distinguished from 
the deficit This special connotation attached to deficit financing 
in our country springs from an anxiety to separate that part of the 
deficit which impinges directly upon the aggregate money supply.' 

Deficit financing is a concept of comparatively recent origin 
The Classical economists who believed in Say s Law of Markets 
ruled out the necessity of resorting to deficit financing for the 
promotion of income and employ ment As the economic system 
according to them was self adjusting in character, given sufficient 
time and the free play of competitive forces, a situation of 
unemployment would automatically correct itself through fall in 
wages 

The crisis of 1010 s, however, dealt a severe blow to the 
Classical optimism Ihere was an unprecedented slump in the 
level of economic activity and the phenomenon of involuntary 
unemployment assumed large dimensions in capitalist world 

J M Keynes came out with his General Theory of Employ- 
ment, Interest and Money in which he advanced the thesis that 
unemployment of involuntary character is not due to wage rigidity 
but deficiency of effective demand And in order to increase the 
level of effective demand, consumption or investment or both 
should be increa a ed This can be achieved effectively through the 
compensatory public expenditure and the creation of the budget 
deficit An increment of deficit financing leads to a multiple 
increase in income through the multiplier process 

The Keynesian principle of deficit financing became imme- 
diately popular in America and England and even now deficit 


1 Basgupta A K — Deficit Financing and Inflation, Economic W telly. 
Annual IQol 
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spending 10 u=ed in America and the European countries as a major 
instrument of policy in times of unemployment and depression 

The u«e of deficit financing as an instrument of mobthaiag 
resources for economic development is of still more recent origin 
The very fact that there is a largo volume of surplus labour in the 
underdeveloped economy indicates the role of deficit financing m 
generating income and productive capacity Almost all the under 
developed Countries of the world which have in recent times 
resorted to planning for economic development have been using 
deficit financing as an instrument of financing planned economic 
development 

The case for deficit financing as a device of financing economic, 
development in tho underdeveloped countries rests upon tho 
weakness of tho weapons of taxation and public borrowing 

The eflicacj of the weapon of taxation in an underdeveloped 
economy is severely restricted on account of the existence of a vast 
non monetised sector Secondly, as the standard of living of the 
majority of population is extremely low, tho imposition of a heavy 
rate of taxation is undesirable for both economic and political 
reasons Thirdly, a heavy tax sjstem tends to discourage risk and 
enterprise so scarce and so essential for economic growth in the 
underdeveloped country 

Tho usefulness of the method of public borrowing is likewise 
limited on account of tho low capacity to save Whatever savings 
aro mado arc mostly hoarded in the form of idle cash balances, gold, 
ornaments an! jewellery 1 Tho scope of bi rrowing is further 
narrowed down by tho absence of a w ell organised money market 
which is essential for the success of a borrowing scheme The deficit 
financing on tho other hand immediately makes available to the 
government enough of resources which can he utilised for pruduct 
iv e investment 


The instrument of deficit financing has, however, certain 
serious limitations in the underdeveloped economy and if carried on 
too far it can jeopardize the whole economic foundation 


The success of the weapon of deficit financing depends upon 
the smooth operation of tho multiplier mechanism The multiplier 
is based upon tho fundamental assumptions that thero is enough of 
excess capacity in tho capital equipment and there is involuntary 
unemployment which implies tho scope for a cut in wages * But in 


1 United Nation*- Meaturti of ictmomte Dtotlop ntnt of the 1 
dtnlofxd Countries p 37 

, 2 , R ?° ' K u ' -Investment Income and tlo Multn lier i 
Underdeveloped Leonon ), an Eiono » c Jour,,*,! lebiuarj l9o_ 
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a typical underdeveloped country charac tensed as it is by scarcity 
of capital the excess capacity m capital equipment is limited if not 
non-existent Tins means that when through deficit financing, the 
supply of money is increased it immediately becomes disposable 
income and generates demand for goods particularly consumption 
goods But on account of the lack of excess capacity in capital 
equipment scarcity of tools and implements, output cannot be 
immediately increased The increased demand thus outstrips 
supply and generates inflationary pressure The absence of in 
voluntary unemployment reinforces the inflationary pressure The 
type of unemployment which is characteristic of the under- 
developed country 19 “disguised unemployment * and not involun 
tary unemployment. Under conditions of involuntary unemploy- 
ment, the labourers being under a money illusion are prepared to 
accept a cut in real wages consequent upon a rise m the prices of 
consumption goods But in the underdeveloped country the level 
of real wages even in the urban sector, not to talk of the rural 
sector, is about the minimum necessary for physical existence so that 
whenever the real w ages fall on account of the rise in the prices of 
consumption gf ods the money wages tend to be raised through 
strikes, demonstrations etc The rise m wages raises the industrial 
costs and thus a vicious spiral of inflation begins 

Some economists have, however, suggested in recent times the 
use of deficit financing for the deliberate generation of inflation A 
mild degTee of inflation can accelerate the pace of economic growth 
in the underdeveloped country by promoting capital formation As 
the prices of consumable goods me the wages and salaries tend to 
lag behind on account of the natural inertia of the ' contract 
incomes to move in respc nse to changing prices The consequent 
fall in real wages increases profits winch has a two fold effect on 
capital formation In the first place the increase m profits has a 
stimulating effect upon the incentive to invest Secondly, the 
share of profits increases relatively to that of wages and salaries 
whi-h implies in effect a redistribution of income in favour of the 
class whose marginal propensity to save is higher than that of the 
wage and salary earning class 1 

A great importance has been given to deficit financing in the 
Indian Fiv e ^ ear Plans During the First Five Year Plan the 
amount of deficit financing stipulated was of a modest order of 
Its 290 crores This w as to be provided for by drawing upon the 
sterling balances The actual amount of deficit financing however, 
exceeded the estimated amount It amounted to Its 148 crores 
during the first three years of the plan, to Ks 93 crores in the 
fourth year and to about Rs J 80 crores in the last year of the first 
plan period Thus the total amount of deficit financing during the 

1 Pod ila r A K. — Inflation and Economic Growth, A 1 CC Economic 
Rnuv, 6th March jgei 
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first pi in period came to ibout Rs 420 crores aud this calculated 
in terms of percentage of the tojnl plan outlay of Rs 1,900 crores 
comes to ab >ut 20 0 „ Although this amount of deficit financing 
was higher thin the original plan estimate it did not ha\e ant 
adverse effect upon the cronotm In fact, the general price level 
at the end of the plan period was lower b\ 13° 0 as compared to 
1910 51 

Fncouragcd bj the favourable experience during the First 
Fiac \ car Plan, the Planning Commission formulated the Second 
Inc Year Plan under the optimistic impression that the Indian 
economy could absorb deficit Gnanung of a much greater magnitude 
wit he ut rt acting odacrstly upon the price lc\cl Thus in the 
Second plan, more ambitious than the First, a conspicuous!} sigm- 
firant j lace was accorded to deficit financing The second plan 
] roa ided for deficit financing to the tunc of Rs 1200 crores 

As soon as the first few doses of deficit financing were injected 
into the bod \ cctnomic tho weal nesses of the economic system 
1 ceame apparent This was reflected in the inflationary rise if 
prims The index if w holesalo prices wJmh stood nt 92 5 in 
19V> 50 (1949 100) roso to 105 3 m 1917 In 1937 5S the index 
r< sc further to 10S 4, indicating an imreaso of ncaily 3 0 o Tho 
inch \ f r 1958 59 recorded a further no of inoic than 4°„ mil 
st i dot 112 9 Tho coat of IiMng index also shot ii|> fi >m 101 m 
1950 to 111 in 1917 and lift in 191S 

W ith price* nt n high load at present and with tho growing 
pressures for mere ises m w igcs and sal irns to compens ito for tho 
rise in cost ofliving there is not much Mope fir further deficit 
financing Hitherto, the mfLitionan effects of deficit fintnemg 
halt been parti} neutralised bj a draft cm the sterling b dances 
'1 lie sterling balances in a way sera ed ns a cushion to absorb tho 
mflationar\ prersures of deficit financing These sterling balances 
have now been reduced to a negligible amount The scope of 
financing tho Third Fne \tnr Plan b\ tht mechanism of deficit 
financing is, therefore, Mia much limited 

roiMb ro UlMLMULK 

1 The term "deficit financing ' implies i n the jlain tense of 
the Item, the financing of the drfirtl hud jet through the ermteon of mu 
money 

2 The ca-efor deficit finance i* «» underdneJojied economy 
he* tn that the tax tevenue n ttJeil teltf s mall ettul the eiof* far pu/Jia 
borrow* w f i r l untied 

2 The theon / of deficit financing has certain serious limitations 
in the un/lerdeieloped economy On account of the absence of excess 
e ipirity in the capital ej nprn <it an l thr sh id iff of di lied Idnu, 
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tools and implements, deficit financing leads to an increase tn price 
level rather than an increase in outpu^or real income, 

4. During the First Plan period in spite of deficit financing there 
uas no significant inflationary pressure due to (a) unusually good 
harvests, {b) reserves of sterling balances and (c) flow of adequate 
foreign capital 
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1 Daflgupta, A K Deficit Financing and Inflation, Economic Weekly, 
Annual 1957 

2 Kao V K R V Investment, Income and the Multiplier in an 
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3 Planning Commission Second and Third Five Year Plans 

4 Gopal M II Inflation and the Five Year Plans Commerce, Oth 
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Q 17. Discuss the technique, objectives and limitations of 
deficit financing (Karnatak I960) 

What is deficit financing 1 Under what conditions, and to 
what extent, is it justifiable ? ( Allahabad 1959) 

Are you in favour of resorting to deficit financing to promote 
economic development in India ? What limit would you set to 
its size ? ( Karnatak 1958) 

Explain what is meant by deficit financing. In what circum- 
stances would you justify deficit financing ? [Punjab 1957) 

Under what circumstances and upto what extent is it juitifi- 
able for the State to indulge in defiat financing ? 

Ans Deficit financing which wan once looked upon with great 
horror by the orthodox school of economists has now made an 
entry into the discussions of the most respectable of learned circles 
There are still some die hard believers in the virtue of a balanced 
budget who question the wisdom of resorting to deficit financing 
as a means to promote the economic development of the country, 
m spite of the fact that deficit financing has already been employed 
to finance some of the development schemes under our First and 
Second Five Year Plans As against a planned provision of deficit 
financing in the First Plan of Rs 290 crores, the actual came to 
Rs 420 crores By the end of the Second Plan, the extent of 
deficit financing was expected to be of the order of Rs 1 175 crores 
.The Jhi«l_Plaji.enYi8^gesjleJicit_fijianaq > v .to .the .time jit .Rs JS50 
crores 

i or purposes of application to our country, deficit financing 
is no longer a matter of mere theoretic or academic importance 
since the deductive reasoning in the realm of theory would hare 
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stood tlio test of practical consequences w Inch have already been 
brought into existence as a result of deficit financing during 
the First and the Second Plans. It is clear that the concept of 
deficit financing refers to expenditure over and above tho receipts 
during a gn en period of time Thus defined, deficit financing could 
be practised by the state as well ns private persons who spend 
during a certain period more than the income of that period The 
excess of revenues to mitigate extra expenditure could be found 
cither by drawing upon the balances of tho past, or by expansion 
of bank' credit or by tho creation of paper currency when tho 
state desires to practise deficit financing Deficit financing refers 
to the financing of programmes of expenditure out of created 
money Tho choice of a particular method of deficit financing 
would have its own peculiar economic consequences and in tho 
context of a developing backward economy the »norfn« operand* 
of deficit financing would bo os important as the magnitude of the 
deficit financing 

Tho issues that come up in the context of a developing 
backward economy are mainly three — (t) Is it desirable to resort 
to deficit financing in order to provide the most in gent smews for 
growth! (m) in case, it bo regarded desirable what is tho eafo 
extent to which deficit financing could be earned! (m) what 
are thoholpful and tho harmful consequences of deficit financing 
in a country like ours and what tire the ways and means which 
would help us in employing deficit fin incmg w itliout its usual evil 
consequences f 

It is a fact which hardly needs onj emphasis that a dev elop- 
ing backward economy is badly in need of funds to invest in a 
Variety of fit Ids on a large scale so as to initiate the process of 
the ‘take ofT Tho investment has to bo big enough to give a 
severe jolt to tho economj out of the vicious circle of under- 
development 1\ ith extremely low per capita income, low capacity 
to save, tho masses of people aro practically incapable of providing 
am thing but a fraction of tho revenues required for purposes of 
development For them the question of tightening the bolts to 
release funds for investment docs not arise at all, in view of tho 
sub normal subsistence levels of living to which they hnvo been 
condemned for centuries together Ihero are, of course, great 
inequalities of wealth and income incur country and the urban 
as will as the rural gentry do indulge in a considerable amount of 
unnecessary consumption which does not hare any economic 
function to fulfil lo the extent that the state makes bold to 
indict a curtailment of such consumption by measures of taxation 
and propagation of tho ideals of austerity, more and more of 
resources w ould be released for purposes of investment and corres 
ponding!} the need for deficit financing would automatically 
dimmish A thrifty race of people habituated to a life of puritanic 
austerity or to a ht e h propensity to save in the economic jargon. 
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would have more of resources of investment In order to achieve 
a given speed of development, a given quantum of investment 
baa to be undertaken wjtbin the time limitations and the limitation 
of real physical resources The planners therefore, have to find 
the money from the blue, if necessary The desirability or other 
wise of deficit financing is to be judged keeping in view the urgency 
o f economic development If one con Id feel fairly certain that 
development conld be effectively achieved with the help of deficit 
financing, one would feci inclined to approve of the maxim, that the 
end justifies the means, especially when the means thus employed 
are not expected to have any evil consequences of material 
importance If enough of savings could be induced and mobilised 
through the normal channels such as taxation and borrowings the 
need for deficit - financing docs not arise at all Democratic govern 
ments do not have the necessary courage to inflict on the people 
unusually severe measures lest the party in power be dislodged out 
of authority Since the facts are what they arc we have to see 
the likely consequences of deficit financing and examine the possi 
bifitiesof speeding up the growth of the economy, out of created 
money 

In a pureiy technical sense drawings upon the balances of 
the past and borrowings arc termed a part of the scheme of deficit 
financing If however, the problem be viewed primarily from tho 
economic angle, we see that past balances and current debts are 
all likely to have created corresponding real savings — excepting 
those debts which are subscribed by the expansion of bank-credits 
For economic purposes, deficit financing should comprise of created 
money only^creatcd cither by the banks which expand credit 
or by the government bv printing of legal tender currency Money 
that is thus brought into existence has to perform its normal 
function of pursuing commodities, unless it be hoarded partially, 
reducing the seventy of the chase When deficit financing is 
undertaken, it is obviously meant for financing certain schemes 
of development such as the sinking of wells, construction of roads 
erection of buildings for schools, hospitals and offices, buying of 
machinery for the farm or factory within the country etc In 
every case, we find that there is a time gap between the pumping 
in of money into the hands of the people and the fructification of 
the schemes of dev elopment If the extra demand created out of 
created money be exactly matched by extra supply of the very 
goods which are demanded, there need be no fear of inflation As 
it is, suppfv usually 1 a b » behind demand in such a situation in general 
terms as well as in terms of the adjustment of the demand for and 
the supply of specific commodities Normally, therefore, the 
immediate result of deficit financing is a rise m prices, especially 
of those commodities which are purchased for development as well 
as those commodities which are purchased by tho newly employed. 
The greater the time-lag, tho greater the inflationary potential 
Similarly, the greater the maladjustment of demand and supply of 
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specific commodities, the greater would be the n«e in price* For 
instance, deficit finnnnng could be resorted to for financing the 
producti n of cement and the newly employed workers might 
demand more of fo< d In course of time, the increased production 
of cement would not solve the problem of food shortage This 
sort of situation was sought to be countered in our country 
tl rough the liberalisation of imports of consumer goods in the 
— course of the first plan Our sterling balances which made possible 
imptrts with ut exports of corresponding value, contributed a 
groddeal to the reduction of the inflationary potential In spite 
< f this facility there did ouur a rr'c in prices and inflation bids 
fair to continue unabated even to day Ever since the commence 
ment of first plan the rupee has gone down in value by about 
*10°,, Apart from deficit financing, there are other causes as well, 
which have been responsible f r the rise in prices It is, therefore 
difficult to is< late the consequences of deficit financing alone be 
cause <f the complexity of the situation It is, however, fairly 
certain that deficit financing has been an important cause of the 
recent rise in price* 

Applied in a moderate way to specific selected schemes whero 
the time lag between investment and fructification is the minimum, 
deficit financing tan bring about development without the dangers 
of an inflate nary potential A proper imports and exports policy 
apj roj rmte to the ensuring of maintaining essential goods prices on 
an even level, can also go a long way The imposition of controls on 
certain c mmoditics as a part of an integrated scheme of develop 
ment w< u)d also ensure deficit financing within the hmit3 of 
safety What is the safe limit depends actually on how deficit 
financing is used and how it actually works in practice In our 
c untry, it seems we 1 ave already crossed the limits of safe deficit 
financing, in view of the enormous rise m prices in recent times 
It would be go d to remember that deficit financing ought to be 
the medicine of the economy nml not its daily bread 

POINTS TO RFMrMni P 

1 Tl f pro/Icm of firm ru j « deficit 

2 Meaning of deficit financing — o'/ expenditure of a period 
over and above the income of the period — expenditure of borromngs 
from private indiuduals and borroscings from the banLs or by printing 
of notes In the economic tense only created money If at it spent 
during a period could be called deficit financing I hit includes (iro 
things — a) expansion of currency an l (6) erpaimon of credit 

3 I ilely results — time lag l rtireen investment and fructtfica 

• lion of investments — rise in prices — inflation because of too much of 

• currency — maladjustment of specific demand and specific supply 
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4. Counter acting measures ; — 

Import and export policy — selection of quick yielding schemes— 
imposition of essential controls etc 

5 Defat financing should be the medicine and not the daily 

bread 

STircT RFADINGS 

2 Trent AR Put lie Finance, in Theory and Practice, Ch V, 

2 Bliargaia, R\ The Theory awl Working of Union Finances in 
India, Ch X (Allen and Unwin) 

3 Grove*, H M Financing Government, Ch XXV. 


Q. 18. Does deficit financing inevitably lead to inflation in 
a developing economy ? ( Venkatesuara I960) 

Discuss the technique, objectives and limitations of deficit 
financing ( Kamatak I960) 

Examine the proposition that the government deficit gives 

a more or less accurate measure of the inflationary impact of fiscal 
operations (Bombay I960) 

Do you think deficit financing under the second five year 
plan has resulted in an inflationary situation in India ? Briefly 
outline a policy of financing economic development without 
inflation (Gujarat 1900) 

“Deficit financing is inflationary". How far is this home out 
by recent experience in India ? (Madras 1959) 

Discuss critically how tar the methods of financing the last 
war were responsible for the post war rise in prices in India 

( Calcutta 1958) 

An s. Deficit financing alludes to the financing of govern 
mental schemes of expenditure out of created money, because the 
size of expenditure for a given period is not fully covered by the 
total amount of revenue received The government might draw 
upon the past savings or borrow from the central bank and in 
either case the excess of expenditure over receipts is called deficit 
financing In times of emergency like a war or in the context of 
urgent development schemes which the government hopes to fulfil 
on a war footing, the public authorities might decide to use their 
currencj powers to create legal tender for financing a plan of 
expenditure This is to be termed deficit financing 

"BtSsA 'si'j.’s Yssgtfy iwaMte G.vnevit ‘Yet VwA, *sw 

and is currently being employed in our countrj to finance the Five 
Year Plans During the second \\ orld War, India was involved 
on behalf of Britain and the then British Government in India which 
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was financing war supplies, purchased on behalf of Britain and her 
allies The question, however, was how to find the necessary re 
sources to finance purchases on an enormously large scale In fact, 
the paj ment was to be made by the Government of Britain and not 
of India The British Government, however, was paving sterling to 
the credit of India m the Bank of England and that is how, there 
accumulated what is known as sterling balances The Government 
of India issued currency on a large scale against the security of 
sterling balances and used this money for financing the require 
ments of the troops stationed in India The value of notes in 
circulation in the i ear 1938 39 was Its 182 crores and at the close 
of the war, is in the tear 1945 46 it shot up to Its 1163 crores 
Credit expansion for the same period rose frem Its 116 crores 
m 1938 39 to Rs 301 crores in 1946 46 During the period of 
the war prices kept on rising and between the beginning of the 
war and the close of the war the general inde$ of prices rose by 
nearly 150% ’ (Base 1939=100 1945 46=245) 

Because of the concomitant variation in the volume and value 
of cjrrencv and credit and the genera! level of prices both in the 
same direction the rise in prices is ascribed to deficit financing, on 
a casual relationship between the two and it is held that deficit 
financing lends to the generation of inflationary pressures in the 
cconomj It is true that a great part of the rise in prices is directly 
ascribable to the consequences of deficit financing— too much of 
monej pursuing too few of goods bringing about a rise in the prices 
of commodities or a fall in the value of money The war time rise 
in prices could not how ever, be said to have been caused solely 
due to deficit financing There are other circumstances contingent 
to a war which might be responsible to a considerable extent for 
the rise in prices Even when the volume and value of currency 
remains the same, there might be felt a relative scarcity of goods 
when demand rises because of the activisation of idle resources 
During a war period when there is a large scale diversion of men 
and material from civilian productive purposes to the prosecution 
of a war, there is a natural fall in supplies and demand rises much 
faster than the supplies — in fact, demand rising and supply falling, 
there is a strong tendency for the prices to rise because of forces 
oj crating on both the sides War disrupts international trade and 
when foreign supplies of capital and consumption goods are cut off 
ns during the second war, the tendency for the prices to rise is 
reinforced further Even the supplies from indigenous industries 
could not be continued on the pre war basis because of a shortage 
of raw material and capital equipment \\ ur gives n«e to immense 
speculation and hoarding and disrupts the system of transportation 
in the country leading to a maldistribution of goods in space and 
time and hence, causing a steep ri«e m prices The spirit of pro 
Steering rules supreme and every manufacturer and trader looks 
forward to amassing a huge fortune out of the w ar, before it is too 
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late * There might be a crash and a debacle when the war comes 
to a close Therefore, everyone must make hay while the sun 
shines The government tried to hold the prices in check by 
imposing controls on the essential commodities The market forces 
of demand and supply exploded the legal barriers, resulting in the 
coming into existence of thriving black markets 

l\e see, therefore, that the rise in prices in the post war years 
was due to deficit financing during the war, to a partial extent 
though this was by no means unimportant The other causes were 
ns important as deficit financing The war time rise in prices was 
earned forward because of unsatisfied pent up demand during the 
w , ar time and because of other post war developments which per 
petuated the w ir generated tendencies, further 

The end of the war m August, 1945, did not bring about an 
end of inflationary conditions Far from it, the general index of 
prices continued to nse Taking the base year 1939 as 100, the 
general index stood at 275 in 19i6 47, 308 in 1947 48 376 in 
1948 49, 410 in 1950 51 and reached the peak of 435 m 1951 52 
because of the outbreak of the Korean war in June 1950 The 
Indian currency was devalued m 1949 The Korean war which 
induced stock piling in many countries played a very important role 
in bringing about a rise in prices m the post war years With the 
end of the Korean war relaxation of import controls and raising 
of the bank rate etc brought down the index from 462 in April 

1951 to 397 in March 1952 

The post Korean war rise in prices in our count!-} has not 
been of a serious order On the whole the rise m prices between 

1952 and 1955 was less than 5% But because of the deaelopment 

investment of the first plan the general index again rcse to 414 in 
the }ear 1956 57 A fall in production due to natural calamities the 
economic consequences of partition and the growing adversity of the 
balance of trade, all combined in forcing a rise in pn es because cf 
a fall m indigenous supplies and the need for cutting down of 
imports As against a planned deficit of Hs 290 crores during the 
First Five Tear Plan the actual deficit had been of the order of 
Rs 420 crores By the end of the Second Plan, the deficit in the 
government budget was expected to be of the order of Rs 1-10 
crores The expansion in the volume and value of currency and 
c edit is contini mg unabated and hence there should be nothing 
surprising if the prices continue to keep on rising 

Defi <jt financing for development purposes need not in fact 
he as m*)atio^irv as deficit financing to wage a war particularly 
ivihorubif it ri^anaiqr lY-tMrpibyeu'iAr ifinmuor <pm.il yiwUiiry doalwmse 
of deve]opn_ynt W hat actual!} brings about a rise in prices is the 
running of demand much ahead of the supplies, because of the 
time lag between investment and the fructification of investment 
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The tendencies for the prices to ri«e nn bp held efTeetieelv in 
check by reducing the gestation peri d Financing the develop- 
ment of email hamli raft9 and c nsumers g>ods industries or 
financing the devel pment of agriculture by wav >f distribution of 
better seeds, implements and fertilisers < r small irngati n works 
etc would in all probabdity, not uld to the infiitmnary pressures 
In cases such as these the 8 ippiv »f c mmoditics is likely to f >llow 
close on the heels if tho ire iti >n of demand beeause f mi re < f 
money in tho hands of the people There is luwevcr the possi 
bility of a discrepancy between the tyjw <>f demand and tin tjpo of 
supplies resulting in the rise < f pro es < f jnrtirnl ir commodities 

On the basis of the experience of mam an ec nomy, w isdom 
would demand in appljing methods of deficit financing with all 
caution and within certain limitations ns required by the specific 
circumstances of a given economj Deficit financing would bo 
justified onlj under unavoidable circumst inccs and onh when the 
advantages to be derived from deficit financing far outweigh tho 
disadvantages During ft pen il of war, f r instance deficit financ- 
ing becomes inev itable due to the exigencies of a national calamity 
and therefore, despite the serious disturbances caused to tho 
economy bj too much of money the nation Ins to suffer deficit 
financing Deficit financing has to bo justified from the angle of 
the maximum social advantage It is now recognised tint the uso 
of deficit financing as an instrument to promote the economic de- 
velopment of a countrj is far more justified th in the financing of a 
war because the anti s cinl consequences of deficit financing • an ho 
undone in a short time, w hen the fruits of dev clopment start How mg 
in the market Moreover, controlled deficit financing could ho 
apjihcd only to selected schemes which are expected to fructify 
within the shortest possible time A vigilant government ran so 
control the imports and exports, the supply of I tuc commodities 
in the internal markets, the jinces of wage goods ttt , as to mini 
miso the antisocial consequences of deficit financing It is, how- 
ever, only a medicine and not the dadv bread 

POlhTS TO linMEJIUEP. 

1 Definition of drfiat financing — usually it refer* to the finan- 
cing of excess of expenditure oter current receipts of the goiemment 
through created money 

2 Credit expansion to finance t s alsopartli/ deficit financing in. 
the pmate sector 

3 The exigencies of a uar and the need for revenues — accumu- 
lation i ,/ sterling balances and the expansion of Indian currency on 
that basis 

4 The tanahons in the general index of prices during the war. 
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5 Deficit financing and other uar time circumstances, respon- 
sible for a rise *n prices 

6 The post uar rise in prices — pent up demand , partition of 
the country, the Korean tear, natural calamities etc 

7 Deficit financing during the first and second plans 

8 Conclusion 

Selected and limited deficit financing alone is advisable 
SELECT READINGS 

1 Bhargava R V The Theory and Working o] Unton Finance tn 
India Ch X (Allen and Unwin) 

2 Lakdawalfl, D T Taxation and the Plan Ch I 

Q 19 Compare the problems of Developmental Finance 
with these of War Finance How far is it possible to use the 
methods of raising large sums for fighting a war to finance econo- 
mic development ? (Bombay 1957) 

Ans It is often said that economic development which 
necessitates mobilisation and investment of enormous sums is a 
phenomenon which well stands in comparison with the feverish 
preparation for a war and the lightning quickness with which 
executive decisions are made by the generals in charge of fighting 
the enemies For our purposes the point at issue is a comparison 
between the ways and means of financing a war and the methods 
of financing large scale economic development It is clear perse 
that both the situations make a heavy demand on men and resources 
on a scale unprecedented excepting in a comparable situation in the 
past There has to be a deflection of labour and capital from their 
normal emplovment to satisfy civilian needs to the construction of 
war material in the rase of a war and to the fulfilment of develop 
ment targets when a country is planning for large scale economic 
development Short of conscription and commandeering of re 
sources the state has to pay the ruling market price for all the 
purchases of labour and equipment There is consequently an 
enormous increase in the budgets of the government The first 
point of comparison between war finance and development finance 
is the enormous increase in the expenditure of the community as a 
whole be it on the govei nmental account or on private account 
War is solely a responsibility of the state and hence the increase in 
expenditure characterising the preparation for and the execution of 
a war is almost wholly on governmental account excepting for the 
multiplier effect arising out of additional employment and incomes 
Development expenditure need not.* however* be solely on the 
governmental account Far from it, a major part of expenditure 
for development is likely to be in the private sector under a 
democratic plan of development. Presuming that the government 
is required to initiate and sustain the process of economic develop 
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ment almost entirely on its own account because ©fthelackof 
adequate private enterprise, the compare on between war finance 
and development finance would come closer still Where the state 
is wholly or mainly responsible either for a war or for development, 
the question that naturally comes to our mind is why should the 
same agency be not equally good or bad for a given purpo~e * If 
the government can successfully finance the measures for a war, 
why not the measures for economic development ! Th e relevant 
questions that come to oar mind in this connection are what are 
the normal means and methods or financing a war and to what 
extent are the«e methods plausible of employment for financing the 
schemes of economic development * If the two situations be totally 
identical, every conceivable measure of financing a war conld be 
used for financing the schemes of development In ea«e, the two 
situations differ m regard to certain aspect', there would be a dif 
fire nee in the means and methods of financing 

It is a fact well known that war impedes additional burden^ 
of taxation on the belligerent countries and their allies The 
burden or taxation i« not only pushed to the limit* of taxable 
capacity but sometimes, people are forced to cut down their normal 
consumption in order to release resources for financing the war It 
can be argued by analogy, that the same measures could be resorted 
to, even for purposes of fiaaacmg development planning Resources 
have to be released from consumption m favour of investment 
There is actually no reason why people should not be prepared to 
bear the burden of extra taxes in order to provide the smews for 
development In fact, the same compulsion could be applied a* in 
a wax There is hhelv, however, to be a basic difference in the 
approach to a war as distinguished from the approach to the process 
of economic development The heat tension aud excitement 
generated bv a war along with the patriotic fervour when the 
couutrv s honour is at stake would generate a passionate sense of 
responsibility in cverv individual citircn and rou«e him to sacrifice 
everything including his life in order to win the war We could 
expect, therefore, a great readiness on the part of the community 
to accept voluntarily the burden of additional taxation to pav for 
tbewar If the same passions could be toured about economic 
development, people perhaps, would not mind bearing additional 
burden of taxation It is doubtful, however, whether a war 
psychosis could be roused about schemes, of development, especially 
in the conditions of an under developed country where people are 
used to poverty for aces together and hence do not react to the 
schemes of development u ith the expected fermentation of feelings. 
Additional taxes may in fact provoke reactions unhelpful to 
development 1 ft e see, therefore, that the companion between 


1 The reaction of the peasants of Punjab to betterment lew is an 
instance in point. In spite of their receipt of a definite benefit by way of water 
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war finance and development financo is useful within certain 
limitations Whereas a war is expected to continue for a short 
period and hence, the whole community is prepared psychologically 
for all possible exigencies, economic development is likely to be a 
prolonged affair spread over decades One can have a full sight of 
the warmth of victcry in a war but the fruits of development may 
not act rue immediately to the community as a whcle Develop- 
ment by its very nature starts in strategic sectrrs and then 
gradually spreads to the economy in various comers The first to 
benefit by developn ent are those who find additional employment 
and new markets and this would be only a small part of the whole 
community The preparedness to bear the burden of extra taxes 
is hence not likely to be universal, with the myopic vision of men in 
general. 

Governments resort to borrowing both from within and 
without in order to finance a war Borrowing is unavoidable even 
for financing schemes of development Governments do float loans 
both in the country and abroad in order to raise resources for 
development A programme of borrowing for financing develop 
roent is likely to be more successful than a programme for financing 
a war It is realised war loans are a deadweight on the community 
and a war devastated economy with its totally broken machinery of 
production might not be able to provide to the government the 
necessary means fi r repayment of debts and interest thereon 
Unscrupulous debtors might even repudiate war loans and some 
theoreticians might put the seal of approval on the repudiation 
of war debts Debts which are contracted in order to finance 
schemes of development do not stand in any jeopardy of the sort 
Debts create assets which yield a regular income, out of the proceeds 
of which payment of interest and repayment of principal could 
easily be made Raising debt resources for financing schemes of 
dev ck pment appears to be easier than for financing a war, unless 
passion about a war works the contrary miracle 'Ihe government 
may have some hesitations in raisin,, money by loans to finance a 
war in view of the burden of repayment, but no such apprehensions 
need be there in the case of a plan of economic development The 
l< ans pay their own way, if they be properly utilised for productive 
purposes There is likely to be greater readiness on the part of 
external agencies to provide loans for financing schemes of develop 
irent rather than financing a war This, however, would be falsified 
in the case of rival politic al ideologies, the allies of which are likely 
to receive all possible aid including large scale gifts, because of 
political reasons On purely economic considerations, war debts 
should be unpopular whereas development loans ought to be 
popular 


for irrigation the pee Bants do not desire to bear tho coBt IV ho is to bear the 
burden of financing schemes of development, if the actual beneficiaries refuse 
to bear additional taxes f 
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The next comparison between war finance and developmental 
finance is the recourse to deficit financing in either of the cases It 
is now a matter of common understanding that gov ernments do add 
to currency circulation out of created monej in order to finance a 
war For financing selected schemes of development which would 
fructify within the shortest time deficit financing is advocated 
Deficit financing to pay for a war is bound to generate high 
inflationary pressures which cannot be counter acted bj increased 
supply of commodities, but for purposes of development It is 
possible to devise countervailing ‘safety valves in order to reduce 
the severity of too much of money pursuing too little of got ds and 
services Deficit financing for development is much safer than 
deficit financing for a w ar 

With all comparisons it seems destruction finance is basically 
different fiom construction finance A comparison between the 
two is instructive but also brings to light the fa»t that development 
finance should be easier if reason prevails over emotions Unfortu 
nately passions and emotions rule supreme during a war but recede 
to the background when one thinks of economic development 
How fine would it bo if development could rouse the same leelings 
as a war ' 


POINTS TO REMEMBER 

1 Both tear and development necessxta'e large scale expenditure 

2 War ts solely a responsibility of the government uhereas 
development ts a responsibility of the people as a uhole 

3 1 There development proceeds on a centrally planned basis , 
there is no difference between the tu.o 

4 flow do governments raise their resources to finance a war 
and how far can ice employ the same measures to finance develop 
ment * 

5 The burden of additional taxation, loans, deficit financing 

6 Destruction finance and construction finance 
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Q 20 Show how and to what extent monetary policy can 
be used to promote economic development [Allahabad 1060) 
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Critically examine the role and limitations of monetary 
[icy in a developing underdeveloped economy 

{Suggested Question) 


An* The term “underdeveloped” country refers to a backward 
or poor country with a low level of per capita real income “under- 
equipped with capital m relation to its population and natural"" 
resources.’’ 1 

Although the chronic backwardness of an underdeveloped 
country cannot be traced to any single factor, it is recognised at all 
hands that by far the most important factor holding up the pace of 
economic development in the underdeveloped country is the low 
rate of capital formation. The rate of capital formation in the 
underdeveloped countries like India, Ceylon, Malaya, Thailand, 
Indonesia etc , varies from 3 6% of the national income as compared 
to 16 18% in the advanced industrial countries like the U K., U.8 A 
etc * The meaning of capital formation is that “society does not 
apply whole of its current productive activity to tho needs and 
desires of immediate consumption, but directs a part of it to the 
making of capital goods ”* In a sense, the rate of capital formation 
is the same as what is meant by the rate of investment If the low 
rate of capital formation is the cause of underdevelopment, it 
logically follows that the remedy for poverty is to step up the rate of - 
capital formation for which it is essential that savings should bo 
increased The scope of monetary policy in the planned economic 
development of the underdeveloped country has to be judged in 
this broad perspective To the extent monetary policy is capable 
of influencing savings and investment, it can contribute to economic 
development 

It should be noted at the very outset that the scope of mone- 
tary policy is extremely limited on account of certain structural 
characteristics of the underdeveloped country. In the first place, 
there is a vast non monetised sector where the changes in the 
quantity of money or rate of interest do not have any influence 
upon the nature and level of economic activity. Secondly, the 
proportion of credit to money in the monetised sector is very low. 
Nearly 70% of money in circulation is currency and only 25 30% is 
credit This seriously limits the role of monetary policy. Thirdly, , 
the monetary policy presupposes the existence of a “developed ' 
money market which is conspicuous by its absence in the under- 
developed country In the underdeveloped country we usually 
come across “undeveloped” money markets 


1 Nmkae — Problem o] Capital Formation m Underdeveloped Countries, 

2 Meir and Baldwin — Economic Development, p 304 
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By the "undeveloped ' money market, wo mean the market 
having the following characteristics 1 

1 The undeveloped morey market lacks a highly organised 
banking system 

2 It is not composed of specialised sub markets like bill 
market, bond market, call loans market etc 

3 The extent of integration between the different sub 
markets is comparatively small There are sub markets which 
often occupy important positions, but which are not connected with 
or influenced by the banking system The sub markets cannot, 
therefore, be effectively controlled by the banking policy For 
example, the Indian money market consists of two parts namely, 
the "indigenous' and the "advanced * and the two have not been 
properly co ordinated 

4 On account of various types of rigidities and bottlenecks 
which hamper the mobility of capital funds an undeveloped money 
market is rather insensitive to the impact of international in 
fluences 

On account of these factors the efficiency of monetary policy 
is extremely limited in the underdeveloped country But this is 
not to deny the significance of an active monetary policy in the 
planned economic development 


The massive problem of economic backwardness in tho under 
developed country cannot possibly be tackled by mere monetary 
manipulation for the economic development is held up by the real 
factors rather than by the monetary factors * But monetary policy 
cun be a considerable support to a policy of planned economic 
development "by influencing the supply and uses of credit, com 
bating inflation, and maintaining balance, of payments equilibrium * 
In the first place, there is utter need in a developing underdeveloped 
economy of extending the sphere of the monetised sector This can 
be done by tho establishment and extension of banking and financial 
institutions Secondly, as the private capital i s extremely shy m 
the initial stages of economic development, tbe maintenance of 
cheap money policy is essential for encouraging pnvato investment 
Thirdly, economic development is inevitably accompanied by a 
certain degree of inflation which may jeopardize the whole economy 
unless controlled by suitable monetary policy Lastly, economic 
development also imposes strains upon the balance of payments of 
the country which can also be managed to some extent by appro 
priate monetary policy Thus although the efficacy of monetary 


I Sen S X —Central Bank ruj in Underdeveloped Money Markets, Ch 1 
r 2 N ,„ C R ?y- Ro,eof M°n ct My Folicy m Underdeveloped Countries 
Economic Affaire 1900 r 
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policy is restricted on account of the existence of the undeveloped 
money market, still monetary policy has an active role to play in a 
scheme of planned economic development 

Now the question arises, what should be the goal or goals of 
monetary policy * 

The traditional goals of monetary policy are the stability of 
exchange rates and the stability of prices 2 lie exch mge stability 
as a goal of monetary policy was associated with the Gold Standard 
But after the breakdown of the Gold Standard price stability took 
the place of exchange stability Stabilisation of the general 
price level was regarded as the supreme objective of monetary policy 
during the Great Depression of the 1930'S But neither exchange 
stability nor price stability appears to be an appropriate goal of 
monetary policy in en underdeveloped country 

As most of the countries of the world are members of the 
I M F , the fluctuating ex hange rates do not pose any serif us 
problem The exchange stability can he taken for granted under 
the, I M F arrangements, The goal of price stability appears to 
be more nppr pmto f r r develoj ed country where the fundament il 
pr< blcm is economic stabilisation In an underdeveh j td ccr n my 
where the basic pr< blcm is economic growth, a slowly rising price 
level would bo more suitable as it n< uld have a fivoi ruble impact 
upon the private incentives to invest It has also been suggested 
by some economists that a mild inflation by compulsorily cut‘ing 
down consumption creates ‘freed vavingB which can bo utilised 
for purposes of investment 1 2 3 

The stability of interest rates also d cs n t appeal as an 
appropriate goal of monetary poli< yf ran undt rdeveh | rl economy 
In fact, some have made out a ase f r m nntaining a h gh rate < f 
interest in a developing economy 1 A high rate of interest would, 
it is argued, restrict the allocation of scarce capital only among the 
most productive sect rs and thus eliminate the wasteful use of 
scarce resources It wc uld also serve as on effective anti inflation 
ary measure by restricting undesirable investment and stimulating 
saving The easo f r high interest rate policy however, docs not 
bear close scrutiny * It is true that a high rate of interest may 
succeed in controlling inflation through its restrictive effect on all 
forms of investment But it is hardly desirable for an under 
developed country aiming at a rapid growth to lesort to a general 
restriction on investment for checking inflation A more effective 
method of controlling investment in undesirable directions would be 
to resort to direct controls and control over capital issues So far 


1 Beinste n and Patel — Inflation in Relation to Economies Development 
IMF Staff Papers, Oct 10.3 

2 Ray N C — Op c f p 164 

3 PoUder A K — Moi etary Policy in a Developing Economy, Yojana 
26tli June 1 WO 
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as the weapons of monetary policy are concerned the ‘ selections or 
qualitative methods of credit control are much better suited to 
the underdeveloped countries than the rate of interest They can 
he devised suitably to ensure a reason ible control o\ er investment 
v ithout producing any adverse effects on lm estment in desirablo 
channels Similarlj the argument regarding saving can be 
summarily disposed of Savings depend upon the capacity to save 
and the facilities for saving rather than upon the rate of interest 
and accordingly specialised financial institutions should be set up 
f r mobilising the savings The only case that may be conceded to 
the high rate of interest policy relates to its employment as a shock 
tactic When speculation in goods and securities becomes npo 
and gets bejond control by other means the rate of interest may 
be employed for pricking the bubble 1 * 

Thus a high rate of interest canm t be a general goal of 
monetary policy On the contrary there is a sound case for main 
taming a low rate of interest which has a stimulating effect upon 
employment and income through increased investment 

The optimum employment or in other words full employment 
is the most appropriate goal of monetary policy for an under 
developed country Since increasing employment 13 associated 
with the rising income and capital formation this objective does 
not require any explanation The underdeveloped country is 
characterised by a large volume of disguised unemplojment 3 
Tiie volume of disguised unemployment constitutes in some countries 
40 50% of the total labour force in agriculture 3 The pressure of 
this large surplus population on land eenously affects the agricul 
tural i rodnctivity and thereby holds up development of other 
sectors Under such circumstances tho provision of gainful 
employment to the surplus hands becomes a policy of crucial 
importance What is more significant to note the disguised 
unemployed instead of becoming a liability are as Prof fsurkso 
contends a source of capital format on 1 Thus stepping 
up of tho level of employment is a highly desirable goal of 
monetary policy But it ought to be noted that the level of 
employment cannot bo directly influenced by the monetary policy 
The monetary policy can influence the level of employment only 
indirectly through savings and investment 

POIMa TO KfcXfEUBEU 

1 The scope of monetary policy is rather limited in an under 
deteloj ed country on account of (a) tl e existence of a lael join onctis 
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ed sector, (b) the low proportion of credit to money and (c) the un- 
developed nature of the money market 

2 But t n spite of these limitations, an actue monetary policy is 
essential for the smooth functioning of a developing underdeveloped 
economy An active monetary policy is useful for (») the extension of 
the sphere of the monetised sector, (t«) encouraging private investment, 
(m) fighting inflationary pressure and (i») correcting disequilibrium in 
the balance of payments 

3 As regards the goal of monetary policy, exchange stability is 
guaranteed ly the monetary arrangements under the IMF The goal 
of price stability is more appropriate for the advanced industrial coun 
tries , a mild inflationary policy would be more conducive to economic 
growth The optimum or full employment is the most desirable 
goal of monetary policy for an underdeveloped country but the influence 
of monetary policy on employment is only indirect 
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Q 2J. Examine critically the purchasing power parity theory 
of foreign exchange How doe* it differ from the classical theory 
of foreign exchange ? (Agra JOGi) 

Explain the purchasing power parity theory of foreign 
exchange Is it a better guide in the fixation of the rate of 
exchange than the gold standard 7 ( Agra 1959) 

Critically examine the purchasing power parity theory 

(Rajasthan 1959) 

Examine critically the purchasing power parity theory 
and give its limitations Is it an improvement on the classical 
theory of foreign exchange 1 ( Agra 1958) 


Ans International trade in contradistinction with internal 
trade lias to reckon with a diversity of national currencies and one 
of the most important problems that usually comes up is how to 
determine the rate of exchange as between different currencies This 
problem of determination of exchange rates has been examined by 
several thinkers right from the days of Ricardo and Hill whose 
names are associated with the classical theory of the rate of exchange 
down to the modem theory as propounded by Taussig, Habcrler and 
Bertil Ohlin The purchasing power parity theory is one of the 
theories that are most widely accepted in the realm of the discussion 
about the determination of exchange rates The purchasing power 
parity theory states m substance that the exchange ratio of two 
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currencies depends on their respe tivc purclias ng power unit for 
unit m terms of a representative set of commodities in the two coun 
tries Temporarily, there con lie a deviation from the purchasing 
power parity duo to a pressure of the passing market forces but in 
the long run two countries can continue to have trading relations 
only if the exchange rate approximate- to the respective purchasing 
power of the currencies One of th'- best definitions given is 
“wlnlo the value of the unit of one urrency in terms of another 
currency is determined, at anv parti ulnr time by tho market condi 
hona of demand and supply, in the long run that value is detenni 
lied by the relatno \alueB of tho tw > currencies as indicated by 
their relative purchasing power over goods ond services In other 
words, the rate of exchange tends to rest at that point which 
expresses equality between tho respective purchasing powers of two 
currencies This point is called tho purchasing power parity 1,1 

We can illustrate the point with reference to some example in 
which two countries nay two different «n/ns of their currency for n 
given group of commodities of the same quantity nnd quality Let 
these two countries be India and Pakistan and let us suppose fur- 
ther that a given group of commodities C, from India is equivalent 
to C, from Pakistan and further, let, 

C,=Rs. 100 
mul C,=Rs ICO 
Now, C,= G, 

Rs, 100 (of India) =Ks ICO (of Pukis l an) 

Therefore the exchange ratio between the two countries would 
be 

lto 1 0 of India = Its 1 50 of Pakistan 

Should the actual market rato of exchange be either above or 
below the purchasing power parity, certain economic forces would 
come into operation which would push or pull the exchahge rato 
down or up to the point of purchasing power parity Let ua presume 
for a moment that the actual exchange rate as between India and 
Pakistan at any given point of tune stands nt 

Its 1 CO of India=Rs 1 CO of Pakistan 

[when according to panty of purchasing power 
Re lO(oflndn) 

=Rs 1 GO (of Pakistan^ 

Here is a case in which India's currency is under-valued and 
Pakistan's currency is over valued Pakistanis have to pay| n their 

1 6 C Thomas EkmtnU of £w \jm c», p 433 . 
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own country Ila 160/ for C 2 of commodities Instead, it is 
far more profitable for them to pay Rs 100/- of Pakistan to get 
Re 100/- of India and buy the sime set of commodities for Rs 100/- 
on!y (presuming that free trading is permissible) Ignoring cost of 
transportation Pakistanis can have a net saving of Rs 50/ for 
every group of commodities which in their country costs Rs 150/ 
The result will be that the demand for Indian goods in Pakistan 
would keep on rising 

The reverse would happen so far ns India is concerned 
Pakistani currency is over valued Cj of commodities costing only 
Rs 100/ in India would cost Rs 150/ in Pakistan Pakistani goods 
become extremely costly in India The demand for imports from 
Pakistan must decline 

The demand for Indian goods in Pakistan is rising whereas 
the demand for Pakistani goods in India is falling The demand 
for India s currency would tend to raise the value of the Indian 
rupee whereas the fall in demand for the Pakistani currency is 
rising and the demand for Pakistan curremy is falling The 
rise in demand for India s currency would tend to 
depress the value of the Pakistani rupee Both of them, 
thus tend to move towards the point of purchasing power parity 
which in our example stands at Rs 100/ of India being equivalent 
to Rs 150/ of Pakistan The theory holds that the exchange rates 
as between two currencies of any two countries of the world must 
in the long run approximate closely to their respective purchasing 
power, in spite of short term deviations, occasioned by the tempor 
ary maket forces 

Something analogous to the purchasing power parity happened 
under the gold standard system of currencies If a particular coun 
try experienced a shortage of gold and hence a fall in prices due to 
insufficiencj of the quantity of money in circulation, there would 
be a natural tendencj towards a restoration of the purchasing power 
of the currency concerned back to the former level A fall in the 
prices of the country in question would obviously stimulate its 
exports and the relative over valuation of other currencies would 
discourage imports In course of time the country would have a 
favourable balance of trade — an excess of exports over imports 
Under the rules of the gold standard the excess is paid for in terms 
of gold The country with a favourable balance of trade would 
come t > import gold in return for the excess of cxpoits of commodi 
tics The quantity ot gold in possession w juld thus increase and 
hence the prices w ould tend to rise again because of the increase in 
the quantity of money Thus the exchange ratio as between two 
currencies would tend to be equal to the purchasing power of gold 
in the respective countries This was achieved by the free move 
ment of commodities as well as gold from country to country 

With the abandonment of the gold standard and adoption of 
lucoimitiblc juper euneicics the situation underwent a radical 
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change and a new theorj had to be forrauhted m order to under 
stand the rationale behind the fixation of exchange rates between 
different currencies of the world The purchasing power parity 
theory can fit into every possible situation and explain the fixation 
of the exchange rate at a particular level whether the countries ore 
on the gold standard, Bilver standard or some form or the other of 
the paper standard It brings the value of the currency of a coun 
try in terms of. the value of some other currency in line with the 
gene-nl theory of pricing and marks a distinct improvement over 
the classical theorj which offered tin explanation regarding the 
fixation of exchange rates on the basis of the labour theorv of value 
The classical theory endeavoured to examine exchange ratios on the 
basis of the comparative cost principle taking into consideration 
otilj two commodities and two countries at a tune and assuming 
that labour is only component of coBt to be considered ft 
also assumed constant returns to scale in the production of the 
commodities concerned It ignored tho f ict that there is in point 
of fact a large number of countries with ft largo vnnetj of commodi 
ties and several tjpes of currencj sj stems— countries with different 
types of factor endowments and at different stages <C 
economic development The purchasing power pantv theorj is thus 
a certain and distinct improvement over tho comparative cost princi 
pie that was iormulated by the classical theorists 

points to nmninrit 

1 International tro Ic l as to deal inth a duetssh/ of national 
currencies 

3 The pioblem of fixation of exchange lates 7ia» been examined 
right from the days of Jlicardo and Mill dov n to the prevent time 

3 The purchasing pou.tr parity theory is the most u id eh/ accept 
ed of the theories 

I The tleon/ states that the exchange ratio brlueen any tno 
countries depends on their respectne jott chasing pan ei 

5 Deuatiosw from the point of parity arc tan pot ary Theft 
aie inherent forces tn ft e economy t hich tend to bring the wtio had to 
the point of panty 

G trader the rules of the gold standaid something analogous to 
dhr pwmhrjwy*pim'tr perrci'y prrcartW 

7 Tie psnchating pouer parity theory can fd into all situa- 
tions 

S It marls a distinct unproirmcHt oicr tl e classical thcoiy 
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Q 22 How far it it correct to hold that I.M.F. arrange- 
ments have proved superior to those under the International Gold 
Standard 1 (Bombay 1960) 

How far has IMF helped the establishment of a multi- 
lateral system of payments in respect of current transactions 
and the elimination of foreign exchange restrictions ? 

(Poona I960 ) 

In what ways has the International Monetary Fund helped 
to stabilise foreign exchanges ? To what extent has India been 
affected by the policies and operations of the Fund ? (Poona 1960 ) 
Describe the methods by which the International Monetary 
Fund helps to maintain international payments equilibrium and 
estimate their success ( Venkaleswara I960) 

From the working of the International Monetary Fund, show 
how far it has succeeded in fulfilling the purposes for which it 
was meant (Nagpur 1960) 

Explain briefly the objectives and functions of the Inter- 
national Monetary Fund. Give your critical appraisal of its 
achievements. (Agra I960) 

Explain briefly the objectives and functions of the Inter- 
national Monetary Fund Point out the benefits which India has 
derived by its membership (Agra I960) 

Show how the International Monetary Fund helps in main- 
taining the stability of the exchange value of the rupee In what 
way is the achievement of the I.M.F different from that of the 
Gold Exchange Standard * (Allahabad 1960) 

Describe the main functions of the International Monetary 
Fund and say how far its membership has heen beneficial to India, 

( Poona 1959) 

An* Conceived as a measure to foster international coopera- 
ticn ind bund up a liberal world economy, the International 
Monetary Fund was established in 1944 with the following baste 
objectives 

(a) To promote international monetary co operation by 
providing a permanent machinery for consultation and collaboration 
on international monetary and commercial problems 

(bj To facilitate the expansion and balanced growth of inter- 
national trade and to contribute thereby to the promotion and 
maintenance of high levels of income and employment 
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In order to achieve these fundamental goals it was laid down 
in the charter of the Fund that it should try to (a) evolve a system 
of multilateral trade and payments, (b) maintain exchange stability, 
(c) provide resources to the member countries in order to enable 
them to tide over maladjustments in the balance of payments 
which inevitably arise in the process of economic development 

At present there are nearly 70 members of the Fund Under 
the Articles of Agreement of the International Bank for Recons 
truction and Development, the Fund membership is a prerequisite 
to secure the membership of the Bank 

The par value of every member country is expressed in gold 
of the same fineness and content as the American dollar 
This, it is important to note, does not imply the reintroduction of 
the gold standard This arrangement has been made for the 
purpose of accounting and eaBy convertibility, not for maintaining 
stable exchange rates as under the gold standard 

The Fund provides a fair degree of latitude for necessary 
adjustments in the exchange rates A country has been empowered 
to change the par value of its currency to the extent of 10° 0 
of the initial par value without the permission of the Fund It can 
change the par value by more than 10% with the Fund s prior 
approval 

Jn order to ensure the avoidance of am possible misuse of the 
above right, it has been laid down that the right can be exercised 
only if there is a “fundamental disequilibrium ’ in the sense that 
there is a chronic deficit in the balance of payments which cannot 
be corrected by the use of domestic monetary and fiscal policy 

The IMF maintains a ' fund * to help the member countries 
with financial assistance in times of need Ihe fund consists of 
a common pool of gold and currencies of the member countries < 
Each member is required to pay a quota which is fixed separately 
for each one on the basis of its national income, population and the 
volume of foreign trade Of the aggregate quota, 23% has to be 
subscribed in gold and the rest in terms of local currency The size 
of tho quota determines the relative importance of each country 
in matters of policy It determines the amount of foreign exchange 
which the member country can borrow and also the voting power 
The quotas range upto $2730 m for the USA, $1300 m for the U K. 
and $400 m fir India 

The Fund lends resources to the members which require foreign 
exchange m order to fight temporary deficits in the balance of 
payments It also provides funds to the underdeveloped coun 
tries for financing schemes of economic development In order to 
ensure that the resources are not unnecessarily borrowed from tho 
Fund and are utilised rationally, it has been provided that a country 
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can borrow in 12 months to the maximum of 25% of its quota 
Interest is also fixed according to the amount borrowed and the 
length of time In short, there is a powerful pressure on the debtor 
country to use the resources of the Fond only to the minimum and 
for the shortest duration 

An important provision in the Articles of Agreement of the 
Fund is the scarce currency clause . This clause relates to the 
situation when the currency of a member country becomes scarce 
If the currency of a country becomes scarce it means that that 
country is having favourable balance of payments with other 
countries This gives rise to great difficulties for the debtor 
countries who find it difficult to secure the currency of the country 
jn question and pay back 

The ‘scarce currency clause provides that if the currency of 
a country becomes scarce the Fund should in the first instance 
propose to the country whose currency has become scarce to lend / 
its currency to the Fund Secondly, the Fund may ask the country 
to sell its currency to it for gold If the country does not agree 
either to lend or to sell its currency the Fund may make a formal 
declaration that the currency has become scarce Tins type of 
official declaration by the Fund empowers the member countries 
to safeguard their interests by imposing trade and exchange 
restrictions against the scarce currency country 

In order to maintain orderly exchange rates and promote 
exchange stability the Fund has prohibited the following principal 
types of exchange control 

1 Exchange restrictions on all current transactions 

2 Multiple or discriminatory currency practices and compe 
titivc exchange depreciation 

1 Free7ing of foreign balances transfer mo rat on a etc 

In or ler to ensure that these restrictions do not unduly bind 
the hands of the member countries certain exceptional cases have 
been pros ided First the Fund permits exchange control necessary 
to regulate the speculative short term capital movements 
Seeondh the member countries have been authorised to discriminate 
against the country w hose currency has been declared as ‘scarce 

The International Monetary Fund marks a considerable 
improvement over the Gold Stardanl system The basic short 
coming of the Gold Standard is that it often creates a conflict 
between the domestic monetary policy with the external 
monetary policy Under the Gold Standard the exchange 
rates are rigidly tied to fixed and unalterable quantities 
of gold (called the ‘ par values ’ of the currency) If a country 
faces the problem of inflow of gold into the country it must allow 
an inflation to bring about equilibrium Similarly, if a countrv 
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faces a deficit in the balance of payments and the outflow of gold 
it must allow the prices and incomes to get deflated The mam 
tenaneo of equilibrium under the Gold Standard thus requires an 
inflation or deflation Thus the domestic monetary pohev 19 tied 
to the apron strings of the external monctarv discipline If ft 
country happens to face the problem of deficits in the balance of 
payments in a period of unemployment it gives rise to a paradoxical 
situation In order to restore exi era il equilibrium it must allow 
the prices and incomes to deflate in order to increaso employment 
on the other hand, it requires an inflationary policy Thus 
the attempt to stick to a fixed exchange rate imposes a formidable 
burden on the domestic economy 

Under tlio IMP on the other hand the country is spared the 
necessity of inflating or deflating its currency and thus of subject 
ing the economy to a painful process of adjustment Under tho 
I M F the exchange rate of the currency of a country is not rigidly 
fixed It can be adjusted according to the requirements of time 
and circumstances The country cannot however change the 
exchange rate according to its whims and caprices Neither can 
tho country rCBort to unlimited exchange control During the 
thirties after the bre d down of tho Gold Standard tho countries 
of the world went hack to the Paper Standard Under tho Piper 
Standai d tho convertibi ity of the currencies was rendered difficult 
Further the frequent changes made by tho countries in tho exchange 
rates and the adoption of exchange control created a modlev of chaos 
and conf ision in the sphere of f reign trade Thus on the one hand, the 
IMF preserves the advantages of the Paper Standard and removes 
the disaili nntages of the Gold Standard by introducing somo degree 
of flexibility in the exchange rates On the other by restricting 
the right of the country to change the exchange rate to a defined 
limit by prohibiting exchange control and by facilitating converti 
bihty of the currency through gold the IMF has avoided the 
disadvantages of the Paper Standard and preserved the advantages 
of the Gold Standard That is why it has been Baid that * Ihe 
I M F is an attempt to combine some of the virtues of the Gold 
Standard and of the system of the thirties while avoiding some of 
the disadvantages of both 

How far has the IMF been able to achieve the goals for 
which it n as established ? 

The IMF is an institution of comparatively recent origin 
and therefore it is too early yet to pass any judgment on the 
success or otherwise of this organisation But from a study of 
trends and tendencies m the functioning of tho Fund during the 
last one decade and a half ono can clearly see that tho Fund has 
failed to achieve some of the basic avowed objectives 

Although it has been largelv successful 10 evolving a svstem 



90 


MOMBY , EMPLOYMENT AMD FLUCTUATIONS 


of multilateral payments it has failed to attain the all important 
goal of exchange stability At the time of the inception of the 
Fund there were some countries like China Korea etc which dec 
lared par values which the Fund did not accept but they still 
continued Similarly multiple currency practices were adopted 
by a large number of countries especially by South Africa and 
Indonesia The Fund proved to be too weak to check these 
undesirable practices 

Secondly as regards its objective of providing financial 
assistance to deficit countries and of stimulating levels of income 
and employment in the world the Fund has not achieved any 
large measure of success After the Second World War some countries 
emerged as predominant creditors (like the USA USSR) while 
others as chronic debtors (like the Asian countries) The IMF 
has completely failed to solve the problem of the underdet eloped 
chrome debtor countries In these countries the remedy is 
stimulating income and employment by long term international 
lending The resources of the Fund are too inadequate to answer 
this need This deficiency has however been met recently In 
the Isew Delhi confe ence of the Fund in 1959 the quota of all the 
member countries has been raised by 60% The terms of lending 
have also been suitably liberalised It has been provided that a 
country can borrow from the Fund in one year to the extent of the 
full amount of the quota as against 25% laid down previously 
This will go a long way to meet the requirements of high levels of 
income and employment iq the world 

From the very inception of the IMF India has been one of 
the major beneficiaries of this novel organisation Particularly 
since the launching of the Five \ ear Plans the IMF has been 
an important agency of finance for planned economic development 
in India Over the period of the First Five Year Plan the IMF 
provided to India financial assistance to the extent of Rs 40 crores 
which accounted for nearly 20% of the aggregate foreign capital 
over the period During the period of the Second Five Year Plan 
the significance of the Fund as an agency of finance increased still 
further Between 1956 60 the credit advanced to India amounted 
to nearly Rs 85 crores 50% of which was meant for specific 
projects of development approved by the Fund 1 The credit ad 
vanced during the Second Plan per od was of longer duration than 
that provided over the period of the First Plan 

Besides providing financial assistance the IMF collaborated 
on behalf of India with the foreign countries on the supply of 
technical know how to India Besides this an IMF team of 
experts on monetary and financial affairs visited India and sub 
mitted a report entitled Economic Development tciih Stability In this 

1 D K Shome Financing the Fite Y ear Plana Yoyxnn loth Dec I960 
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lucid and thought provoking report* besides presenting a survey 
of the capital requirements of the different sectors of the Indian 
economy, the team made valuable suggestions regarding the necess- 
ary monetary and fiscal policies 

POINTS OF REMEMBER 

1 The IMF it as established in 1914 with three basic objectives 
(a) promotion of multilateral system of payments, (6) maintenance of 
exchanqe stability and ( c ) stimulating income and employment t» the 
world by international lending 

2. Every member country is assigned a subscription quota on the 
basis of its population, national income and foreign trade 
Financial assistance is provided to the member countries out of this 
fund in times of need 

' 3. In order to promote exchange stability, the fund has pro - 

| hibited certain undesirable types of exchange control 
j 4 The Fund is an improvement over the Gold Standard tn that 
I the rate of exchange is not rigidly fixed , if *s also an improvement 
' upon the Paper Standard in that there is easy convertibility and ex- 
change control has been restricted 

^ 5 The Fund has failed to maintain exchange stability and it has 

also failed to promote high levels of Income and employment by long 
term international lending 

6 India has been a major beneficiary of the IMF and has 
received besides financial assistance technical personnel and advice 
on monetary arid fiscal affairs. 

SELECT READINGS 


1 Crowther, Gooffery An Outline of Money, pp 325 — 335 

2 Meade, J E Planning and Price Mechanism 

3 Enko and Salera International Economics 


Q 23 Examine the working of the Indian money market 
and suggest remedies for its improvement (Nagpur 1960) 

Sketch in broad outline the structure and functioning of the 
r rooney market in India at present and discuss how far it is sensi- 
tive to Rwm Hawk action \Poona I960) 

What are the characteristics that distinguish developed from 
under-developed money market ? ( Nagpur 1956) 

Ans The money market refers to the purchase and sale of 
the seriices of money “Money ’ includes mainly currency and 
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credit Money 13 purchased and sold in the sense that the dealers 
m money buy the savings from the depositors at a low rate of 
interest and sell the same to the debtors at a higher price— the 
difference being the surplus that is appropriated by the dealers 
The money market consists of the sum total of all the lenders and 
borrowers who are in contact with each other for purposes of lending 
and borrowing In order to understand the working of the Indian 
money market ve have to examine the nature and operations of the 
various agencies that undertake the business of collecting deposits 
from those who save and extend loans and credities facilities to their 
customers The Indian money market is characterised by a diversi 
ty of institutions at the apex of which stands the Reserve Bank of 
India on the top of a pyramid at the bottom of which there is an 
expansive stratum of village money lenders eura traders In 
between the two ire have the co operative credit societies, post, 
office savings banks indigenous bankers, joint stock banks inclusive 
of the State Bank of India, the various finance corporations of the 
Central as well as the State governments, and the foreign exchange 
banks In addition to these agencies that deal in the services of money, 
there is a good deal of lending and borrowing in kind, especially so, 
in the rural areas and the rate of interest charged in such cases 
is invariably exorbitantly heavy This, however, usually goes un 
accounted for, from being examined as a part of the regular money 
market since there is no mediation of money to facilitate such 
transactions 

In terms of the number of people involved as distinguished 
from the value of the transactions struck the rural money 
market is certainly by far the most important The monetary 
needs of the villagers of our country are met by the following 
agencies in accordance with the findings of the Rural Credit Survey 
Report — 


Credit Agency Proportion of 

borrowing from 
Agency 
per cent 

1 Govt 3 3 

2. Cooperatives 3 1 

3 Relatives 142 

4 Landlords 1 5 

5 Agriculturist money lenders 24 9 

6 Professional , „ 44 8 

7 Traders and Commission Agents 6 5 

8 Commercial Banks 0 9 

9 Others 1 8 


100 0 
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The figures speak for themselves It is apparent that agn 
cultunst money lenders profess onal money lenders and tho traders 
and commission agents together supply more than 75% of the 
credit required by the villagers Relatives are of importance in the 
hour of need supplying as they do 14 2% of the credit The 
Government and the co operatives touch the fringe of the problem 
and the Commercial Banks are only a small fry 

In view of the perpetual poverty of the village folks and the 
eternal need for credit to meet the undependable vagaries of a 
merciless providence, there is always an unfailing demand for 
money Loanable funds on the contrary are miserably scarce owing 
mainly to the genera] economic backwardness of tho country and 
especially so, of the rural areas The sellers of monetary services 
enjoy a status of almost an unmatched privilege It is a fantastic 
position of monopoly The range of the rate of interest charged by 
private ngencies stretches from 12% to 150% i The poorer a man, 
the smaller the security to offer and hence, the higher would be 
the rate of interest From each according to his weakness seems 
to be the principle religiously follow ed by the pious money lendeis 
of our country 

The State can hardly make amends for the situation by law , 
unless a certain element of competition is introduced as between 
the lenders The money market in the country side is entirely a 
Beller s market Ihe supply of credit has to increase enormously 
to come anywhere in the neighbourhood of the strength of demand 
Legal restrictions on the lenders to curb undesirable practices can 
go a long way in the sense of driving them away from the open 
market to the black market The basic economic disequilibrium 
betw een the demand for money as against the supply can hardly be 
rectified through legislation, unless really effective economic 
measures are undertaken The best measures undertaken recently 
in the direction of improving the conditions of the money market 
m the country side include increased governmental lending to the 
farmers and the artisans and an expansion of credit by the co opera 
tive societies with the great assistance that is being rendered by 
the Reserve Bank of India loo many legal restrictions have 
led to a shrinkage of credit which helps the unscrupulous mone\ 
lenders all the more to extract prohibitive rates of interest The 
extension of or 0 amsed banking facilities to the country side still 
remains a dream. 

The indigenous hankers are to be found mainly in the small 
towns They combine trading along with banking and supply the 
credit needs of trade and commerce Most of the indigenous bankers 
refuse to be drawn w ithin the fold of the regular money market in 
the country The efforts of the Reserve Bank to bring them into 
line with the banking svstem have not succeeded so fir 
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The post office savings banks have made a considerable 
headway ever since their start in the year 1882 Their number 
stands today aronnd 70 000 and the amount collected by them 
by the end of 1958, stood at Rs 227 crores If the post office savings 
banks are properly organised these could turn out to be the best 
agency for galvanising the rural savings 3Iueh needs to be done in 
the direction of improving the working of the post office savings 
banks 

By far the most important agency in the Indian money 
market is the joint stock-banking institutions These are also 
known by the name of connnercial banks They are all located in 
the urban areas and have a ready access to the savings of the 
town and city dwellers The history of joint stock banking m 
India has not been very happy A number of banks have failed 
and many of the small banks are always faltering The main causes 
responsible for the failure of a large number of banks are paucity 
of capital, inexperienced, and unskilled management, insincerity 
of the staff, fraudulent practices a low liquidity ratio, indiscnmi 
nate lending on the basis of insufficient security to the favourite 
customers, reckless branch banking and the indifference cn the part 
of the government The Banking Companies Act of 1949 as amend 
ed in 1957 gives great powers to the Reserve Bank of India to 
rectify the anomalies in the Indian banking sj stem The Reserve 
Bank can now prescribe the lending policy, the liquidity ratio, 
inspect the accounts and supervise the activities of the Beard of 
Directors of these commercial banks The Reserve Bank has the 
powers to license or not to license a bank, demand compulsory 
returns and power of scrutiny over the affairs of banking companies 
Attempts are also being made to develop a bill market 

The most important drawback of the Indian money market 
is the inadequacy of industrial banking as distinguished from 
commercial banking The investment corporations have recently 
filled the gap to some extent As yet our money market is a 
very loose structure f 


POINTS TO REMEMBER 

1 The money market refers to the purchase and sale of money 
sentces and includes all the lenders and borrowers doing business 
in money 

2 The Indian money market has a diversity of institutions from 
Reserve Bank to the village money lenders 

3 The rural credit structure as brought to light by the Rural 
Credit Surv°y of the Reserve Bank of India shows the importance of the 
private money lenders 
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4. We hate a monopolistic interest-structure »n the country- 
side 

5 The role of the indigenous bankers and the post office 
saiings banks 

6 Joint stock banking, defects and remedtes. 

7. Inadequacy of industrial banking. 

5. The Banking Companies Act of 1949 

SELECT READINGS 

1 Sharma Indian Money Market 

2 Reserve Bank All India Rural Credit Survey (General Report ) 

3 Mitra Post War DanLing to India 

Q. 24. Why has Prof. B R Shenoy recently suggested 
the devaluation of the rupee ? What effect would it have on the 
financing of India’s Third Five Year Plan ? ( Allahabad 1961) 

Discuss the arguments for and against the revaluation of 
the rupee ( Poona 1959) 

There are certain economists in the country who advocate 
further devaluation of rupee in order to solve the problem of 
acute shortage of foreign exchange which the country is facing 
at present Give your opinion supported by arguments in favour 
of or against further devaluation tBajasthan 1959) 

Is the rupee over-valued at present ? Would devaluation 
of the rupee succeed in removing our balance of payments 
difficulties ? { Bombay 1958) 

In the light of the present balance of payments difficulties 
is there a case for revaluation of the rupee ? ( Gujarat 1958) 

Study the factors which determine the value of money. Has 
value of the Indian rupee fallen in recent years ? Give reasons 

( Agra 195S) 

Ans Devolution is a device to depreciate the value of the eur 
, rency of a country in terms of the currencies of other countries Should 
the Government of India decide to offer more of rupees per pound 
or per dollar, the value of the rupee goes down in terms of the pound 
or tho dollar and hence the Indian rupee is said to be detained 
The buyers of Indian currency have to pay less of their own currency 
for a given sum of rupees or they’ get more of rupees for a given 
sum of their own currency. The extent of tho gain made by 
foreigners depends on tho measure of devolution effected and the 
intensity of their demand for the rupee The gain varies directly 
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in proportion to the cut m the value of the rupee and the 
strength of demand of any particular foreign country The mam 
object of devaluation is to make the devalued currency cheaper so 
that the demand for exports might increase Devaluation in order 
to promote the exports from a country relies on the usual law 
of demand which states that a {all in price is accompanied 
by a rise in demand Devaluation is really equivalent to a cut in 
the general level of prices of all commodities which find an export 
market The prices of exports remaining the same, if there is a 
depreciation in the external value of the rupee, the exports auto 
matieally become cheaper since the buyers are required to return 
a lesser quantity of their own goods m payment of their imports 
For a given value of their exports, they would be m a position 
to get more of imports Consequently, all other things remaining 
the same, the devaluation of the currency of a country should 
lead to an increase in its exports 

The influence of de\aluation on the imports of the country 
whose currency is devalued is exactly tho opposite of that on the 
exports More of the deValued currency has to be paid to buy 
foreign currencies and hence the value of the imports automati 
tally rises The total rise in the value of the imports depends i 
on the measure of devaluation on the one hand and the total quan 
tity of imports on the other We could expect a fall in imports j 
subsequent to the devaluation of the currency of a country, since 
imports become costlier This also is based on the usual law of 
demand and hence subject to all the limitations of the Jaw of 
demand The mun object of devaluation is to encourage 
exports and discourage imports The justification for 
devaluation must be made on the establishment of the 
e\idence that there is a greater need for exports and a 
smaller need for imports In some instances as in the case of our 
country the need for devaluation might arise out of the sheer 
incapacity to pay for the imports which keep on mounting owing 
to the ever growing needs of a developing economy A developing 
economy has to import a variety of strategic factors of production, 
not available within tho country and the faster the rate of growth 
contemplated the greater would be the need for imports especially 
so, if the country aspiring to grow doe? not possess within its own 
territory the necessary requisites for growth So has been the case 
with India We have been importing on such a large scale ever 
since our launching on the development plans that we have been find 
mg it increasingly difficult to pay for our imports by raising the value 
of our exports to match the increase in imports The result has 
been that we ha\ e to face the ever growing gap between our imports 
and exports which is often referred to as the balance of payment 
difficulties The best index of the gap betw een our imports and 
exports is the decline m our foreign exchange reserves which stand 
as follow s — 
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(In lakhs of rupees (he position at the end of t! e year) 

1950 51 9,141 

1955 5b b-1 bl 

1950 57 (SI 10 

1 )o7 5b l-’l 22 

19oH 59 J74 5 > 

The total fill in our reserves since the beginning of tho soccmd 
plan comes to Rs 543 crorcs and there is hardly any scope for «. 
further scaling down of the reserves If mo aro nit to draw oitr 
reserves dow n any further, there are only two courses open to 
us— either to axe our imports significantly or inereiso our txj orts 
enormously or attack the problem from both tho sides If no could 
achievo the objectno by cutting our imports, the question would 
not be so difficult as it has been in new of tho unit oid 
able needs of a growing economy it is impossible for us to cut 
our imports save in the case of some non essential imports 

Consequently, our chief reliance must be on tho promotion of exports 
for which tho Gov eminent of India has already instituted a mimbei 
of measures, for tho maintenance of quality through certification 
of standards by tho Indian Standards Institution exploration of mai 
kets through tho formation of export promotion councils, supply of 
cheap raw materials to exporting industries provision of cheap and 
quick transportation facilities institution of Export Risk 

Insurance Corporation and establishment of tho State Trading 

Corporation etc to avoid internal competition among 

exporters Whereas these measures aro certainly useful in 
promoting exports, the real issue is whether they would 
by themselves bo sufficient to get us out of tho bilinco of pay 
inents crisis without the need for a devaluation of tho rupco m 
order to provide an unfading stimulus to our exports 

The crux of the matter is that we have been hiving in our 
country powerful inflationary pressures as is evidenced by tho 
fall in tho internal value of tho rupee by as much as 30% ever emeu 
the commencement of our development plans in tho year 1951. 
There has been an enormous riso in the general level of prices 
The internal value of a currency is closely linked with its external 
viluo If our prices contmuo to riso the foreign buyers of our 
commodities would feel that tho rupee his been unduly overvalued 
For a given rate of exchange rising prices w outd mean less of 
j’-mnmnditifis.fhrj' ^csxtairjuiin jn/iny jmd .liaruuj .the jiimoRi 1 
for our exports is likely to slacken In caso wo do not succeed in 
arresting tho rise m our prices This is of great importanco 
especially so, when tho demand for our exports liny pens to bo pneo 
elastic In case of monopolistic control over exports a rise in 
prices would not matter much sinco we could sell as much ns 
before, m SJ i to of the rise m prices Wo hardly have such a 
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monopoly excepting an the case of commodities like jute and manga 
nese but even if we should have a monopoly, there is always the 
fear of retaliation, would we exercise our monopoly power to extort 
exorbitant prices There is no reason why our foreign customers 
should suffer the consequents of our internal inflation, especially 
so, when they could get cheaper substitutes of comparable quality 
from our rivals 


The persistence of the balance of payments difficulties over 
time indicates not merely the growing demand for ever increasing 
imports because of development plans, but also our inability to 
push up our exports upto the required levels the most important 
reason for which is the rise m our prices In order to stimulate our 
exports we have to subsidise our exporters so that they might sell 
their wares abroad at a competitive price or reduce the cost of 
production of exports, or exercise high pressure salesmanship to 
create a demand for exports at a high price If none of these 
measures succeeds, the last resort would be to devalue the currency 
whuh as we have seen is tantamount to a general reduction in the 
prices of all exports 

Devaluation does give a stimulus to exports by reducing their 
prices It must also ho remembered that devaluation would bring 
about a rise in the value of our imports We get less of foreign 
currency, for a given sum of rupees and, hence other things remaining 
the same, we have to pay more to the foreigners for a given 
quantity of imports In view of our inelastic demand for imports 
devaluation is likely to bring about an enormous increase in the 
value of imports and may be, we might unwillingly invite a fresh 
trouble in our efforts to escape from the one which we are 
currently facing We bare to weigh the proa as well as the 
cons before we decide to hit upon devaluation on grounds of 
expediency, as is being advocated by Prof Shenoy 

Devaluation is a drastic step to be resorted to only in extremely 
grave emergencies Moreover, devaluation is based on the pessimistic 
presumption that the situation would not improve, unless w'e under 
take the extreme 6tep of reducing the external value of our rupee 
e are experiencing the pangs of a growing economy We arereceiv 
ing a good deal of external assistance and recently, there has been 
some nse in our exports as well There is no reason to b-heve that 
we would not be in a position to tide over the crisis of balance of 
payments, unless we devalue our currency. It has been made abun 
dantly clear by our Finance Minister that Indian rupee is perfectly 
sound and there is no need for devaluation Certain measures 
have to be taken because of the compulsion of unavoidable cir 
cumstances and so far as devaluation is concerned, there is no 
reason to suppose that any such exigency has come into existence.. 
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i*oi\ts to rfuembtt 

1 Devaluation is n deuce uhich bring s about ft depreciation 
*n the external value of a currency 

2 Devaluation brings about a rise in tl e value of imports and 
a fall in the value of exports and produces exactly opposite effects on 
the incoming and outgoing trade of a country 

3 We have been finding it difficult to match our imports with 
corresponding exports 

4 We have heavily draun upon our foreign cxclange reserves 
ever «irtce ike commencement of our first plan in 1951 

5 The Covt of India has already instituted a number of export 
promotion measures 

G TI ere las been a 30% fall in the internal value of the rupee 
during the last ten years due to inflation in om economy 

7 Jlow to tide oi er the crisis without devaluation is tl e problem 
tee may ha\e to pay leavily for devaluation 

SFTFCT TRADINGS 


1 Dadacl sn l Montinrj Sjttem of I d a 

2 \ akil C N 'tlerl g Balance i 

3 \ ttkll & M r«) ja C rrft oj an l Pncet n Ini a 

Q 25 Critically examine the cate for the nationalisation 
of Commercial Banking in India How far could this measure 
accelerate the pace of economic development in the country ? 

(harnntal 1%0 ) 

Examine fully the case (or the nationalisation of banks 

(Alla! il ad 19C0) 

Do you advocate the State ownership of the commercial 
banks in India ? Substantiate your answer with sound economic 
arguments. (hnrnatnk 1959) 

It a nationalised banking lystem essential for planned 
economic development ? ( Mini ibn lJ959) 

An*- of .fr.i.onro,'* J .ua\tilu!j> ,p ,<vw 

eoinitant growth of monetisation In the pro industrial stage of 
economic backwardness money does not plav a dominant role 
Barter occupies the pri le of place The level of economic activity 
stands at a low ebb All primitive economies are characterised by 
t ho relatively unimportant role of money As an economy grows 
mmev assumes an increasingly sgnifimnt redo ‘Mnnetisstinn 
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which appears to be the effect of growth in the level of economic 
activities, subsequent to the appearance of division of labour and 
the expansion of markets far and wide, becomes the condition for 
development at later stages The effect turns out to be a potent 
cause in directing the economy on to the higher stages of growth 
The significance regarding the decisive role played by the monetary 
factor in initiating and assisting the process of economic growth 
is best evidenced by the histone work done by the German and 
Japanese industrial banks that sponsored and promoted a number 
of industrial concerns almost entirely on their own initiative 

The role of the banking system in the context of a planned 
programme of economic development could hardly bo examined 
apart from the problem of the role of money m general A com 
pletely centralised over-all system of planning reduces money to a 
mere unit of accounting — an instrument to register the consumer’s 
scale of preferences and measure the planner s preferences in the 
allocation of resources to various fields of production. In view of 
the complete reliance on physical planning and the total centra 
lisation of economic authority m the State, banking and money 
become mere servants to help the planners in executing the 
programme of development In a partially planned economy like 
ours however money plays the role of the servant as well as the 
master To the extent the planners feel confident of whipping 
money into service at their own behest money has to render 
unquestioned obedience like a good servant and to the extent that 
the planners feel constrained to adjust and readjust their plan in 
accordance with the monetary needs of the economy the servant 
turns into the master The planners stand obedient to the dictates 
of money planning itself being a divided process The considerations 
that weigh with the governmental plan would be at variance with 
the considerations that weigh with the plan of the private sector 
of the economy So far as the government is concerned, the aims 
and objects of planned development arc not likely to be influenced 
by the desire for private profit whereas the private sector of the 
plan would almost entirely be determined by the profit motive 
This point seems to have a good deal of importance in examining 
the role of banking in economic development and the controversy 
about nationalised vs private banking in the context of planned 
development 

The principal object of planned economic development is to 
ensure a rapid rate of economic growth The pace of economic 
development depends on the rate of savings, the rate of investment 
and the input output ratio The banking system should subserve 
the goal of a rapid rate of growth by raising the rate of savings 
promoting the rate of investment and so altering the pattern of 
investment as to ensure the maximum output input ratio in the 
economy Apart from the goal of a rapid economic growth we 
have also aimed in our country at the establishment of a socialistic 
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pattern of society 'which implies increasing government ownership 
of the important means of production especially, capital Mone 
tisation proceeds ahead simultaneously with the process of 
industrialisation and expansion in the size of the marketable 
surplus The pattern of investment would be governed by the 
ideals of planning in the public 6ector and the profit p ssibilities 
in the private sector We have to examine how far these various 
objectives of a planned programme of economic development are 
likely to be fulfilled by (a) private banking and (b) nationalised 
banking 

It is one of the moat important functions of the banking 
system to mobilise the savings of the community by encouraging 
the habit of thrift and economy and inducing the people to hold 
their savings in the form of bank deposits A factor of key im 
portoncein this connection is the confidence which the banking 
system commands from the people It is true that the habits of 
thrift and economy are governed by the influence of many other 
factors besides the impact of a good banking sjstem All the same, 
it is undeniable that a good banking system does have its own 
influence in encouraging savings If saving leads to hoarding, we 
better not have the savings at all excepting as a means of 
curbing inflationary pressures in the economy The savings of the 
community must find fruitful channels of investment This job 
must be undertaken by the banking sjstem In our country we find 
that the institution of banking is confined mainly to the urban 
areas The function of encouraging savings and mobilisation of 
savings for purposes of investment remains still a far cry from 
reality Private bankers would undertake this function only if 
there is a possibility of making profits The case for nationalisation 
of banking in the interest of economic development rests in our 
country on (i) the failure of private bankers in encouraging a better 
rate of savings (ill the failure m commai ding the confidence of the 
people to keep their savings with the banks as is evidenced by the 
large scale investment in gold and jeivellerj and (in) the failure in 
the direction of showing to the people fruitful channels of invest 
ment Nationalisation of banking is likely to be helpful in 
promoting the economic development of the country to the extent 
that it helps in gaming the confidence of the people m view of the 
obviously unquestioned credit of the government The threat of 
bank failures could be ruled out Technical guidance could be 
provided to the invest* rs as to the most useful channels of invest 
ment There can he a revolutionarj change in the attitude of the 
people towards hanking especially, in the rural areas 

W e have to turn our attention to the role of the banking 
sjstem in promoting the rate of investment The Indian banks 
are mostlj commercial banks m the sense that their primary job 
has been to finance trade and commerce on a short term basis 
Private tankers like other private entrepreneurs are interested 
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in the highest rate of profits as quickly as possible Long term 
investment m industrial undertakings requires a better sense of 
adventure and enterprise and a preparedness to face the risks of 
the market The history of banking in our country shows that 
there is very little which the private bankers of our country could 
claim by way of long term encouragement for rapid industrialisation 
or for rapid agricultural development Nationalisation of banking 
seems called for to convert the banking system from the commercial 
to the industrial way of perpetrating their existence This does 
not mean that trade and commerce are unimportant All the same, 
an excessive concern with merely trade and commerce comes in the 
way of the real economic development of the country 

What could otherwise be a potent instrument for rapid 
economic development has become in our country just a profit 
seeking business The savings of the country find investment into 
wrong channels under the impact of the profit motive A wrong 
use of savings can be as much an obstacle to economic growth as 
the scarcity of savings Unfortunately for our country, we have 
both these evils abundantly encouraged by the private banking 
system We could maximise the output input ratio only by selecting 
strategic fields of investment In the present system, guided by 
profits and favouritism, there is almost an ararchy as is evidenced 
bj the complete absence of any national consideration Nation 
alisation of banking appears a necessity as a complementary 
measure to ensure effective execution of the programme of develop 
ment, especially when we have the goal of establishing a socialistic 
pattern of society Banking is the most important key industry of 
the country and no socialist government can afford to have it in 
private hands 


rOINTS TO REMEMBER 

1 Monetisation which comes about tn the wake of industrial 
development becomes the condition for economic growth and hence, 
arises the importance of the banking system tn economic development 

2 In a completely planned economy the connection between 
banking and economic development is different from what it is tn a 
partially planned economy like ours 

3 The objectives of planning pertain principally to the promo 
lion of a rapid rate of economic growth far the establishment of a 
socialist society 

4 The efficacy of the banking system should be judged from the 
angle of {a) the rate of savings, (6) the rate of investment and (c) fSe 
pattern of investment 
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5 The battling system of India that is controlled by private 
interests does not stand the tests on any of the criteria 

G Nationalisation appears xmperatne not only \n the interest 
of a rapid grouth, but also from the angle of establishing a socialist 
society 


SI U Cl READINGS 

1 Low is Theory of Economic Orouth 

2 Baran 1* Political Economy of Orou th 

3 Sharma The Indian Monty Market 



Q 1. “A monetary economy is essentially one in which changing 
views about the future are capable ol ^influencing the quantity of 
employment and not merely its direction ” 

Discuss in the light of the above whether India can be termed 
a monetary economy. (Bombay 1960) 


Ans. A monetary economy as distinguished from a non- 
monetary system is characterised by the dominant role played by 
money in the determination of the level and pattern of economic 
activity* In a non monetary economy, production, distribution and 
exchange are organised primarily from tho angle of immediate con- 
sumption and not on the basis of tho expected monetary gun to 
be acquired through the process of exchange in terms of money A 
non-monetary economy could possibly exist only at an cxtnmelv 
low level of economic activity under primitive conditions of product- 
ion and distribution Every improvement in the organisation of 
production and distribution in the course of economic evolution has 
been made possible partly because of the ease and facility provided 
by money as a medium of exchange, a measure of val e, a standard 
in terms of which value could be calculated, and above all, a store of 
wealth which, prior to the emergence of the monetary system was 
required to bo held in the form of ft store of umpteen commodities, 
subject to all the inconvrniences of maintaining a big godown. 


The view that monetary economy 13 essentially one in which 
changing views about tho future are capable of influencing the 
quantity of employment and not merely its direction seems to 
equate a monetary economy with the capitalistic modo of production 
and distribution , for, it is only under the capitalistic order that 
changing vicwb about tho future in terms of profit-making possibilities 
are of decisive significance In a socialist society', “changing views 
about the future" would not obviously refer to the prosper ts of 
profits in various directions since the entire business of organising 
• economic activity is not at all motivated by the i rnitive of making 
a profit "Changing views” in a society organised on the basis of 
the socialistic principles might refer to thcdifTerences of opinion among 
the planners regarding the measures to lie adopted to promote tho 
highest good of society The motive of private profit being esi hewed, 
expectations regarding tire future would not plav the sam significant 
role that we observe under capitalism. The quantity and direction 
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of employment in a capitalist society would be deteimmcd on the 
basis of the expectations of the entrepreneurial clasecs retarding 
the possibility of making a profit In other words, we bare to 
examine the relationship between expectations on the one hand and 
the quantity and direction of employ meet on the other. 

Expectations about the prospect ire change in prates play a 
decisiv e role in shaping the mind ol the entrepreneurial classes in 
their decisions about the volume of investment to be ue declaim 
Actuated as they are by the incentive of making the largest amount 
of profits as quickly as possible, their calculations would be based cm 
the expected difference between the present pncea and the future 
prices— of course, only the positive difference. The prospects of a 
negative difference would obviously depress economio activity to its 
lowest ebb and would act as a great stumbling block to economic 
progress Production in anticipation of a future demand must 
necessarily be conditioned by the changing viewa about the future 
The views m question would bo views about the expected change in 
the sale prices as against the change m the purchase prices. What 
matters for the entrepreneurial classes is the excess of the sale pncea 
over the purchase pncea 

The KeyneeiAn eoonoroio analysis draws a bento distinction 
between the long term expectations and the short-term 
expectations and contends <urther, that there is hardly 
any rational ground to be either optinnatio or pessimistic 
about what is going to happen in the future— even in the tct) 
near future say after about five years The tendency of the entxe 
preneunal classes seems to bo to allow themselves to be too rashly 
and disproportionately influenced by the irrational projections of the 
present into the future There are waves and waves of optimism and 
pessimism which move the entrepreneurs to take their strides in one 
direction or the other The buoyancy induced by an optimistio state 
of mind leads to intense economic activity and the collapse of epmts 
produced by a pessimistic state of mind does incalculable harm in * 
depression of economio activity 

The quantity and direet*on of employment in the long run must 
obviously be based no ninety on the expected rate of profits 
which in the Keynesian terminology is the marginal efficiency of 
capital but also on the non economio motivation of the entrepreneurs 
to venture out into new fields just for the thrill and romance of * 
new adventure There is a good deal of economio activity that 
emerges out of the sheer spontaneity of natural optimism of the 
entrepreneurs But for such spontaneity, the sum total of economic 
activity would be very small indeed, in the world 

The prospects of a good increase m the volume of employment 
get greatly atrophied because of the undesirable diversion of the 
irivestible funds into speculative activities, motivated by the desire 
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to reap a rich reward of profits within the shortest penod of time 
The stock exchanges keep cc re-assessing the value of the existing 
investments in terms of the expected yield of dividends and evoke 
certain psychological moods with the investing classes to employ 
their funds in one direction or the other in search of a fortune Th« 
harm done to real investment and employment by the misuse ot 
mvestihle funds for speculative purposes is highly anti social and 
needs to bo curbed by law to the extent possible There is, however, 
a likely chance of an adverse effect as well The stock exchanges 
give a peculiar sense of security to the investors because of the 
command over liquidity provided by the stock exchanges Investment 
and employment receive a stimulation to the extent that investment 
is undertaken with a clear eye on the possibility of realising locked up 
funds in the liquid form at any time in accordance with one s conve 
nienoe and requirements 

The volume and pattern of employment would be governed by 
the volume and pattern of investment m the economy The volume 
of investment would turn on the availability of investible funds and 
the marginal efficiency of capital The former would depend on the 
liquidity preferenoo of the people taken in conjunction with the 
fiscal and monetary policy of the state and the latter would depend 
on the changing views about the future The marginal efficiency of 
capital depends to a large extent on the marginal efficiency of labour 
as well, along with the dependence on the uncertainty of changmg 
prices In a monetised economy the volume of employment turns 
on the marginal efficiency of capital {which includes marginal efficiency 
of labour as well) and the level of money wages The workers are 
extremely sensitive to the level of money wages and not so much to 
real wages A reduction in real wages brought about by a rise m 
prices is not resisted with the same passion as a reduction in money 
wages The entrepreneurs abo are equally concerned with monej 
Money obviously moves into those channels of investment and 
employment into which there are better chances of making still more 
of money A monetary economy is one in which money is the master 
guiding the course of the economy 

In the light of tho salient features of a monetary economy, 
India cannot be termed a completely monetary economy In the 
primary segment of tho Indian economy production is organised 
primarily for self subsistence and not for exchange in terms of monej 
> Production is hardly price elastic excepting m that part of the 
primary sector which is commercialised in the sense that the pro- 
ducts of this sector have to seek a market for exchange in terms of 
money The production of such commodities would be guided and 
governed by the prospects of making a monetary fortune The 
organised sector of the Indian economy is certainly completelj 
monetised since the motivation behind such economic activity is 
exactly the same as we find m tho case of a monetary economy A 
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large proportion of the economic activities of our country are earned 
on either for self- subsistence or for small barter and hence the only 
conclusion which we could draw is that India is a monetary economy 
only m partB The volume and pattern of employment in the Indian 
economy is not totally dependent on the role of money We are 
industrialism" and monetising the economy and in course of time 
ours also would be a monetary economy 

POINTS TO REMEMBER 

The salient features of monetary as against a non monetary 
economy centre around the role of money 

It is, perhaps , wrong lo equate a monetary economy with the 
capitalistic order of society 

"Changing vteus about the future ' have a decisive role to play 
under capital sm but not so under socialism so far as money is 
concerned 

The entrepreneurs are guided by waves and waves of optimism 
and pessimism Expectations play a decisive role m the 
determinction of th- volume and pattern of employment 

The desire for quick profits does a lot of harm as is seen on 
the slock exchange 

6 Investment is undertaken on the basis of the expected M EC m 
conjinc ton with the rote of mu rest 

7 The Indian economy is on y partially monetised 
SELECT READINGS 

Keynes General Theory 
Klein Keynesian Economies 
Dillard Keynesian Economics 

+ ♦♦♦ 

2 While Keynes’ three basic factors the propensity to 
consume, the marginal efficiency of capital and the interest rate arc 
independent variables they are nevertheless closely interrelated ” 
Develop this statement (Mysore 1957) 

Ans The three concepts of the propensity to consume the 
marginal efficiency of capital and the rate of interest constitute the 
e lifice of the whole Keynesian model of income and employment 
These factors are independent vanal les of the system m the sense 
that one is not functionally related to the other But still they are 
interdependent variables in the sense that they together determine the 
levels of income and employment in the community and a change in 
one variable has its repercussions upon the other tw o variables As 
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Keynes his p it it These d n term nants (rate of interest marginal 
efficiency of capital and the propensity to consume) are in leed 
themselves complex and each is capable of being affected by 
prospective changes in all others But they remain independent 
in the sense tbit their laJ ies cannot be inferred from one another ’* 

Now let ns see how thev are interrelate ' and how they together 
determine tho aggregate income and employment 

The rate of interest according to Kevnes is determined by the 
supply of money tn conjunction with the demand for money The 
snpplv of money is determined by the banking eastern and can be 
taken to he given at any point of time The demand for money 
mav bo of three types (a) transaction demand (b) precautionary 
demand and (c) speculative demand The first two types of demand 
for money are insensitive to changes in the rate of interest and 
sensitive to changes in the lea el of income while the speculative 
demand for money is highly interest clastic * If If be tl e supply of 
money % the level of income and r the rate of interest we have tho 
relation called the Liquidity Function 

Jt«/(r y ) 

It is conceived that the demand for money n«es with an increase 
in income and falls w ith an increase in the rate of interest 
This functional relationship has y 
been represented m Fig I The * 
supply and d«mand for money 
are represented on the x axis 
and the rate of interest on the 
J axis % 

Let the total quantity of 
money in circulation he OAf 
which is gi\ en and constant and * 
that is why the snppla curao of 
monea ts a aertical straight line 

Q M Lot LP_y be the bq ndity 

preference «ched ilc at a given lei cl O MX 

of income y It slopes downward pig j 

show mg that tho deman f for money rises with a fall in the rale of 

interest anil vice versa The rate of interest r is determined at the 
point P where tl e supply of money is exactly equal to the demand for 
money No a let tl e lead of income rise to _>• and on account of this 
the liqm bty pref rence schedule uses lo LPy The rate of interest 
rises to r at here the supply of money again equals the demand for 
money 



1 Keynes — General Theory p Ji 4 

2 See Answer to Question No 1 
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The propensity to consume means m plain language the desire of 
the people to spend their income on consumption goods 

What are the factors upon which the propensity to oonsume 
depends ? The single fundamental determinant of the propensity to 
consume is the level of real income There is a positive correlation 
between consumption and income* As the level of income rises the 
people have a stronger tendency to consume and wer versa Bat it 
13 significant to note that when income increases the consumption 
does not rise by the full amount of the increase in income Keynes 
contends that when income rises the consumption increases by less 
than proportionate increase in income To put it technically the 
‘ marginal propensity to consume’ is less than unity The margi- 
nal propensity to consume is the ratio of the change m consumption 
to the given change in income The marginal propensity to consume 
being less than unity implies that when income for instance increases 
by 80% the consumption increases by less than M)% say 60% so 
that the marginal propensity to consume is equal to C0%/80% or 75 
Similar!; when income decreases say by 30% the consumption 
decreases by 20% the marginal propensity to consume is equal to 
20°/ /30% or 66 The maintenance of consumption at a level higher 
than the fall in income is made possible by tl c drawing down of the 
past savings 

The propensity to consume also depends upon the rate of 
interest But the rel itionship between the propensity to consume 
and the rate of interest is however remote and indirect ' It is 


postulated that a rise in tl e rate of interest by increasing the propen 
sity to save weakens the propensity to consume If C he the aggregate 
consumption y the level of income and r the rate of interest we have 
the relation called the Consult { tion Function C -/ O' *) 

Assuming that the rate of interest is given and constant the 
relation between income and consumption lias been represented in 

F,g 2 y, 

In the d agram ON represents 1 1 
the Lull L no or the zero- 
saving line showing that at all 


the levels of income 


>n a umptio 


is exactly equal to income In this C 
case the marginal propensity to % 
consume is equal to unitv Tin** 3 
line serves as a standard The lme!§ 
(it may be a curve also) JK 
represents the actual propensiti to 
consume To the left of P it 
is above the INulI Line indicating 
negative savings i e when income 
falls the consumption does not 
fall by the full amount but less 
than the reduction m income Be- 


y 

INCOME 


Kurihara — Introduction to Keynes an Dynamics p 40 
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jondP, there are positive savings— but MC lies below to the right of 
the .Null Line showing that when income rises, the consumption 
mereases by less than the rise in income The line MC does not start 
from the origin, O because when the income is zero the consumption 
la not ml 1 

The Marginal Efficiency of Capital is defined by Keynes as 
* that rate of discount which would mako the present value of the 
series of annuities given by tho returns expected from the capital 
asset during its life just equal to its supply price ’ 2 In plain language 
tho marginal efficiency of capital means the expected rate of returns or 
profit by the investors over the life time of capital asset The level 
of investment is determined at the point where the marginal efficiency 
of capital is equal to the rate of interest If I be tho volume of 
investment, r the rate of interest and C tho volume of consumption 
then we have the relation, I=» <f>{r C) 

It is postulated that a fall in the rate of interest increases tho, 
marginal efficiency of capital relatively to the rate of interest while a 
fall in consumption reduces it 

The supply of money in conjunction with the demand f >r money 
determines, t v rate of interest given the level of income The guen 
level of income together with the rate of interest determines the 
consumption The volume of consumption and the rate of interest 
determine together the level of investment If the level of investment 
corresponds to the point where the marginal efficiency of capital is 
equal to the rate of interest the system is in equilibrium otherwise 
changes would take place m the variables until they arc equal to each 
other This process of causation has been explained in figures 3 4 
and 5 
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t Kurih ara— cu , p 32. 

1 Keyo et—ep ell , p J3J 
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schedules at different levels 
of income Given the level 
of income y 6 , the supply of 
mom y M and demand for M 
detumine the rate of interest ^ 
r 0 . In Fig. 4, the r curves show {2 
lex eh of consumption at differ- gj 
cnt r«vtcs of interest. The 
given level of income y a and 5 
the rate of interest r 0 determme 
the consumption C p In Fig. 5. 
the rate of interest r„ and the 
consumption C 0 determme the i 
volume of investment J 0 . INVESTMENT 

Fig 5. 

It is thus clear that there is a close interdependence among the 
three apparently independent variables 

POINTS TO REMEMBER 

1. 7 he three fundamental variables of the Keynesian system, the 

rate i / interest, propensity to consum* and the marginal 
ejficienry of capital are independent in the tense that they are 
t ot functionally related to one another. 

2 . But they are interdependent because lhay act and react upon me 
another and thus determine the levels of income and employment. 

SELECT READINGS 

I. Keynes : General Theory. Ch. XVIII. 

2 Hansen : Guide to Keynes, Ch II. pp 165-169 

3 Lange, Oscar Theoiy of Interest and the Optimum Propensity to 

Cor surae Readings in Monetary Theory (A E A ) 

■ ¥ ■ *** 

Q 3 Examine the effect of a general wage cut on the volume 
of employment. (Delhi 1960) 

It is impossible to increase employment through a reduction 
In money wages\ Give reasons for your answer. (Gaubati 1959) 

Ans. According to the classical school, the basic determinant 
of the volume of employment at any time is the level of wages. In 
a competitive economic sy stem, the classicists contended, where the 
wage rate w determined by the free play of the forces of supply of 
labour and demand for labour, the possibility of any permanent 
unemployment is ruled out For, if there is unemployment i t , if 
the supply of labour is greater than the demand for labour at any 
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There are certain additional grounds on which & flexible 
monetary policy is to be preferred to a flexible wage policy. First, 
a policy of general wage cut, even if the trade unions could be 
persuaded to accept, goes against the democratic ideal of social 
justice The fixed incomes and particularly the rentiers receiving 
income from bonds and other forms of contractual securities would 
gain a real advantage at the expense of the workmg class Secondly, 
a lower price level consequent upon the wage cut increases the real 
burden of both the private and public debts If the public debt is 
very heavy, this becomes a major objection to any deflationary 
policy like wage and price reductions 1 2 Thirdly, m the case of an 
unclosed system, a reduction of monpy wages, though at improves 
the balance of trade is likely to worsen the terms of trade and thus 
there will be a reduction m the real income * 

A reduction in the rate of interest on the othor hand, is 
witlun the easy reach of the monetary authority and its impact on 
the level of employment rw the volume of investment is much more 
direct and immediate 

Keynes while writing the General Theory did not consider 
the ‘ Pieou effect ' 3 4 But the Kevnesian conclusions are in no way 
impaired by this. 

Prof Figou has introduced into the classical pavings function 
an additional variable namely the real value of cash balances’ 
ThusS-F(i J, M P), where i is the rate of interest, y, the level 
ol income M the quantity of money m circulation and P, the 
average price level so tha* M'P is th real value of cash balances 
By basing his analysis on the assumption that a higher real value 
of cash balances is associated with a lower propensity to save, 
Pigou contends that falling wages and falling prices by raising the 
real value of cash balances would step up the aggregate consumption. 
An increase in consumpti in would lead to full employment through 
an increase in investment 

It has been r ghtly contended bj Prof K K Kuriliara that 
the falling wages and prices instead of promoting consumption 
may strengthen the propensity to save 'For with wages and prices 
declining unhindered consumers’ over all asset position can be so 
impaired as to strengthen their desire to add more to their assets 
and less to their consumption, especially if the real value of consumer 
durables is reduced much more than that of liquid assets is 
increased ”* Prof Patinkin on the other hand has emphasized that 

1 Keynes— op at p 2*8, 

2 Keynes— 263. 

3 N Kaldor Prof Pigou on Money Wages in Relation lo Unemploy 
ment. Economic Journal 1937 

4 K K Kurihara — Introduction to eynettan Dynamtej, p 169 
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tlie possible stimulating effect of larger real cash balances on 
consumption may well be offset by the discouraging effect of 
increased debt burden (in real terras) on consumption due to lower 
prices, to leave the net effect negligible, if any 1 

Prof Oscar Lange has set the problem whether a general cat 
m money wages is capable of ensuring full employ ment in the 
framework of the general equilibrium analysis He considers wage 
flexibility as a special ca„e of the general theory of price flexibility 
and analyses the conditions undir which wago flixibihty may be 
successful in restoring full employment equilibrium * 

Let there be unemployment of a factor of production If the 
factor price is flexible it would fall which would generate two 
effects First the prices of all other factors being constant a fall 
in the price of the unemployed f wtor induces a substitution of this 
factor for other factors Tins is called tl o * substitution effect”. 
Secon llv the marginal cost of th commodities into the production 
of which this factor enters would fall The prices of products 
remaining constant this would cause an expansion in output and 
therefore increase the demand for the unemployed factor Tins is 
described by Lange as the expansion effe c t 

So far the prices of other f ictors and other commodities have 
boon assume' to remain constant but they are at«=o sub] ct to 
sanation Wien the unemployed factor is substituted for other 
factors the demand for other f u tors fills and therefore their 
prices The substitution effect can take pi ire only when the prices 
of the other f ictors fall less than in proj ori nn to the fall in the 
price of thn unemployed f rtor Similarly the expansion effect 
can materialise only when the prices of the commodities produced 
with the unemploy cd factor fall less than in proportion to the fall 
in the marginal cost 

Under what circumstances wall theme happen 9 Lange’s 
answer to this is that the monetary effect” Fbould le preFent and 
it should be pOFitiye He defines monetary effect ns the reaction 
of tl e community to a proportional change in all prices t e whether 
the community reacts by a substitution of goods for money or by 
a substitution of money for goods ’ The monetary effect is said 
to be positive when * a proportional fall of all prices causes a substi 
tution of goods for money and vice versa ” 

That a positive monetary effect is essential if the reduction 
m the price of a factor of production is to 1 e successful in restoring 
full employment can bo seen by considering what would happen m 
a situation wl ere the monetary effect Is absent or is negative- 
Let the prices of ail factors and products fall in the same proportion^ 
as the price of the unemployed factor There will 1 c no substitution 

1 Kunhara— op eii p 169 

2 Oscar Laoge— Price Flexibility auJ Full Employ > eat Ch 1 
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of the unemployed factor for other factors or of one product for 
another nor will there be any expansion in the output because the 
product prices fall m exactly the same proportion as the factor 
prices If on the other hand, the monetary effect is negative both 
the substitution and expansion effects Mould be negative leading to 
an increase in unemployment. 

Thus from this we can conclude that a general cut m money 
wages would be capable of restoring full employment of labour only 
if the monetary effect is present and is positive 

POINTS TO REMEMBER 

/- That a general wage cut ts the appropriate remedy for unemploy- 
ment and depression is the central tenet of the classical theory 
of employment 

2. Keynes challenges this thesis on the ground that a general u age- 
cut would adversely affect the aggregate volume of effective 
demand and therefore employment 

j. Pigou's contention that falling wages and prices would encourage 
consumption does not hold much water 

y. Lange const dirs the problem m the context of general equilibrium 
analysis and concludes (hat a policy of wage cu' can restore Jull 
employment only if the monetary effect >s present and is positive 

SELECT READINGS 

1 Kaldor, N Prof Pigou on Money Wages in Relation to Unemploy- 
ment Economic Journal, 1937 

2. Keynes J M General Theory Ch 19 

3 Kurihara, K K Introduction lo K-ynesian Dynamics, Ch 10 

4 Lange Oscar Price Flexibility and Full Employment, Cbs 1-3. 

5 Hansen Guide to Keynes Ch 10 fpp 179-182) 

♦ ♦♦ ♦ 

Q 4 ‘So long as there is unemployment, employment will 
•chaDge In the same proportion as the quantity of money* and when 
there is full employment, prices will change in the same proportion 
as the quantity of money ” Discuss (Bombay 1957) 

Ans What precisely is the relation“hjp between the quantity 
of money in circulation and the volume of employment and the 
general level of prices has been one of the principal topics of the 
General Theory of Keynes The Gi neral Theory contends that the 
volume of employment in the pre full employment* period -varies 
directly in proportion to the change in the quantity of money. 
Similarly, it is held that the general level of prices after the attain- 
ment of “full employment’’, changes directly in proportion to the 
change in the quantity of money. It is clear there are two points 
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We find that though Keynes was more concerned with the eansea 
of this defcieney of effectiae demand which forced the c onomy to 
remain at less tl, an full employment position 1.0 a a. an are oftho 
S that at times the economy may be poshed bey ond full employ. 
Sent position by art, Semi means In such a Mtuat on not real 
™nloyment and income lmt price, pill n.o Tor a fuller analysis, 
therefore arc discos, ,n brief , hat according to Keynes causes un 
employment how this unemployment can be remedied and what 
happens when our measures arc stronger than required by the 
circumstances 

First of all it must bo noted that by full employ ment Keynes 
• means absencs of involuntary unemployment Functional unemploy, 
““t and voluntary unemployment aro permissible m the Keynesian 
ZTcm just as they aro allowed in the classical system ^hut once 
fS employment is reached so i hat all those who want o get employ- 
1 £ ti, 0 , oing wage rate arc able to find jobs further pushing of 
the forces which brought about tins full employment will not ho able 
to further increase employment and mcomo With the existence of 
unemployment, by definition, an excess capacity in the sense of 



MOMKY, EXPLOTMENT A5D FLUCTUATIONS 


14 


unemployed resources exists and therefore increasing employment 
-will mean increasing real employment as well as real income and 
output But once full employment is reached, further increase m 
•demand for factors of production will only mean raising their prices 
increase in employment only in money terms and increase in outpnt 
■only m so far as their monetary value is concerned 

The causes of unemployment in a developed eeonomy are found 
by Keynes in the deficiency of effective demand The interaction 
of aggregate supply schedule and aggregate demand echedule deter 
mines the particular volume of output at winch sale proceeds equal 
aggregate cost' says Hansen in Guide to Keynes (p 29) But this 
output may not be the full employment output if the aggregate 
demand is not enough According to Keynes this aggregate demand 
w the sum total of consumption demand and investment demand 
And so long as the sum of these two is not enough to call for full 
•employment of resources of the economy there will he unemployment 
which ca i be eradicated by increasing this aggregate demand Keynes 
analyses tl e causes which lead to the tendency of this aggregate 
•demand of remaining less than the required magnitude The causes 
are found in falling marginal propensity to consume and falling 
marginal efficiency of capital With rising income marginal propensity 
to consume tails so that the gap between the total demand needed 
for sale of all the supply and the actual demand for consumption 
purposes goes on increasing both in absolute as well as relative terms 
This gap can be filled up only through investment demand which 
however is a function of the rate of interest and the marginal efficiency 
■of capital Now it so happens that with rising investment and 
income marginal efficiency ol capital also falls because with given 
productive resources etc the opp rtunities for further profitable 
investment decline and the investors feel that it is now less profitable 
to make further investments The result is that while we needed 
an ever increasing investment to fill up the increasing gap between 
the effective demand and the aggregate supply price investment 
tends to lag behind because of falling marginal efficiency of capital 

The remedy is simple We should increase tho aggregate 
demand so that the supply which full employment of the economy is 
able to provide can be sold profitably To increase aggregate demand 
Keynes suggests creation of new purchasing power by deficit financing 
by the state by public works programmes etc It is here that we 
come to his famous remedy of increasing employment in the economy 
by increasing money supply According to Keynes investment 
is a function of tho rate of interest and marginal efficiency of capital 
Now given marginal efficiency of capital investment can be increased 
by reducing tho rate of interest And rate of interest is determined 
by liquidity preference and the supply of money Hence by increasing 
the supply of money it should be possible for the monetary authon 
tioe to reduce rate of interest and thereby increase investment leading 
to increase d demand employment and output 
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Now if we increase the supply of money when there is less 
than fall employment in the economy, income and employment will 
increase and the multiplier process will come into action 
But multiplier works in rncb a way that increase in income and 
employment tapers off at the end unless further etimmus is 
provided However the economy baa a number of sectors and 
eu!i sectors and quite often at an early stage farther investment in 
some of them is required In other words, the acceleration process 
t comes into being This inveatmu t however needs finance which can 
he provided if more money « created As existing supply of 
money is being utilised for existing flow of income and employment, 
further investment will be facilitated if more money supply is created 
And once new investment is made excess capacity will he created 
making it possible for the multiplier to work again and increase 
employment Thus so long as there is less than full employment 
increasing supply of money will bo ablo to increase employment 
either through mult pher action or through accelerator or both Also 
we can say that in the case of less than full employment situation* 
injection < f extra money means direct addition to money income and 
by virtue of excess capacity direct addition to real employment and 
income by creating extra demand 

The difficulty arises when the economy reaches the stage of 
fall employment At this stage by definition output becomes rigid and 
eo does employment Effective demand may still he increased by 
increasing money supply and by creating more of purchasing power, 
but here the multiplier will be able to create only more of money in- 
come There is no excess capacity and no involuntary unemployment 
at going wage rate and hence employment cannot be increased In 
creased money supply and hence increased demand will only manifest 
itself in terms of increased prices Since on the one hand the flow of 
money income will be increasing and on the olber the Bow of 
goods and services will be practically the same the result will be a 
rise in prices We can ray that beyond full employment the multi 
pher will start dissipating itself into a rise in prices Prior to full 
employment real income multiplier, money income multipl er and 
employment multiplier were the same now we shall have to dialing 
uish between the three Increasing money supply once full employ- 
ment has been reached will mean rising money demand in the face of 
a constant flow of goods and services resulting in increased prices all 
round Factors will also rise in prices including wage rates It is 
however, not necessary that full employment level should be an 
absolutely rigid level It is quite poesible that with rising wage rates 
some of the labourers who were unwilling to offer themselves for 
employment at the go ng wage rates now offer themsehes for employ 
ment when wage rates have risen This increase in wage rate 
may not be real in the sense that this may not represent 
a real rise in wage rate rather it may represent an actual 
decline in real wages if prices 01 consumption goods arc rising more 
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than money wages, as is almost inevitably going to be the case. 
Money illusion may be present under the impact of which more 
workers now offer themselves for employment Due to this reason 
employment may increoso somewhat beyond the original level of 
full employ ment But such is only a temporary thing We can even 
say that the attainment of full employment strained the economy to 
push its full employment ceiling somewhat upwards 

But this points sharply to the fact that it would be wrong to 
state that beyond full employment money supply will raise the prices 
in the same proportion It fun employment ceiling can be raised, if 
real output can be somewhat increased prices will, to that extent, 
fail to register an increase But on the other, anticipation of rising 
prices may lead to increased velocity of circulation of money , causing 
a more than proportionate increase in prices Similarly, before full 
employment the operation of time lags in the production field can 
raise the prices somewhat obstructing a proportionate increase in real 
income and real employment 

Hence wo can conclude that though in a simple manner it is 
correct to say that before full employment increasing money supply 
raises employment in the same proportion while beyond 'ult employ 
ment, it raises prices in that proportion, we must keep m mind that this 
is only a simplified truth In actual practice even before general full 
employment is reached it is quite logical to assume that there will 
be some industries where full employment will have reache 1 so that 
in their case acceleration prices will start working and in tbo presence 
of time lags lu the increasing of resources etc it is quite natural that 
factoi prices in those sectors should go up Again w ith rising 
investment n those sectors it is not necessary that output should 
increase instantaneously and at constant returns so that prices can 
rise. However a general price rise in almost all the sectors will 
take place when full employment in all the sectors has been reached 
and therefore it wiJI not be possible to mere isc emi I yment further in 
any appreciable way The only result will be a general rise in prices 
To quote Keynes ‘Thus if there is perfectly elastic supply so long as 
there is unemployment and perfectly inelastic supply so soon as 
full employ ment is reached and if effective demind changes in the 
same proportion as the quantity of money the Quantity Theorv of 
Money can be enunciated as follows So long as there is unemploy. 
ment employment will chan 0 e m tbo same proportion as the qu intity 
of money and when there is full employ ment prices will change in 
the bame proportion as the quantity of money ’ (General Theory, 
pp 2b 5 2 b 

The conclusion wl icli emerges is that employment, Output 
and paces ««e ciosely connected with the quantity of money in circula- 
tion especially so alter the attainment of lull employment and in 
the shun jenod Jn the monetised industrial economics winch func- 
tion uuoei the motivation of maximisation of private profits, th" 
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fore of amassing ' currency notes becomes so powerful that money- 
plays a decisively active role in the determination of the level of 
economic activity Tho role of money after the attainment of full 
employm nt is particularly sign ihcint It reveals the limitations of 
playing on the monetary mech imam with a view to stabilise or pro 
mote econom c activity and this is pnrtinjl irly relevant in the context 
of the backward econom es which often find themselves at a level of 
full employment at extremely low levels of productivity In the 
backward economies, the advisability or otherwise of lai 0 e scale deficit 
financing could be analvsed only in the li_,ht of the Keynesian an lays is 
with respect to employment, output and prices 

POINTS TO REMEMBER 

1 Keynes confined himself to only developed free enterprise economies 
in the short period 

2 Here Keynes found that Say s law may not operate leading to a 
chronic under full employment because of falling marginal 
propensity to consume and falling, marginal tffi tency of capital 
The r‘t/ll is that aggregate demand is not enough to match 
abrogate supply price at full employment 

J Because of the existence of unert ployed resources and high mobility 
of factors of production, « ncreasirg money supply will increase 
demand money income and h nee real income and employment 

4 But beyond full employment real output and employment cannot 
be increased so increased money supply only increases prices 
Multiplier diss pates itself in rising pr ces 

j But tn this simplfied picture if ue incorporate sectoral full employ 
merit acceleration principle and the possibility of increasing the 
supply of factors to some extent beyond full employment we see 
that even before full employment prices may rise somewhat and 
even beyond full employment they may not rise m the same propor- 
tion or the may rise more than proportionately due to increased 
velocity of circulation of money 

SELECT READINGS 

1 Samuelson PA Interaction between the Multipl er Analysis and the 
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Q 5 ‘ The Keynesian theory is a general theory of income 

determination It is valid for a developed as well as an under- 
developed economy ’ Discnss Is there a case for' separate theory 
for an under developed economy ? (Bombay 1958) 

Ans Keynesian analysis has the unique distinction of shaking 
the believers in the infallibility of classical economic thought out of 
their smug complacency The protagonists of classical economics 
including Marshall and Pigou presumed that the system of latssez 
Jam was the best under all circumstances and that the disturbances 
and dislocali n caused by the ups and downs of business would 
automatically be set right by some ‘invisible hand In accordance 
■with the traditions handed down to them right from the days of 
Adam Smith they were farm believers m ‘ nature cure” for the ilia 
of the economic organism The tbb and flow of economic activi- 
ties appeared to them nothing more than a passing pbaso in the 
eternal march of man to progress and prosperity 

The depression of the thirties delivered a sledge hammer blow 
to the faith oi the economists and forced them to revwe their 
thoughts entrenched in traditionalism The leader of a fresh mod# 
of thought which hid to depart sharply off the traditional groove* 
into new channels turned out to be Lord J M Keynes The basic 
proposition of Reync s was that there was nothing automatic in the 
economic machani«ra which would guide man from depression to 
prosperity Tsature cure was a remedv when there was no disease 
to be cured and whenever some indisposition did Occur this cure 
went to the wall forcing the economists to think de novo The 
Keynesian technique of economic ai aljsis represents a certain _evo 
Jution of revolutionary thought m response to the needs of a highly 
industrialized economy caught up in the abyss of a depression and 
Struggling hard to get out of the morals of falling prices, dwindling 
profits min • unemployment crashing incomes and mounting miseries 
in the face of men and machines standing idle and economists won 
dering agape it the charms and marvels of cla c sical economic ana- 
lysis Lord Key nes contended that a solution to this sad spectrum 
could not Vie found by the gr-nd poise of the state, looking at the 
phenomenon in a passn i j tic posture He exhorted the state to 
undertake some definite positive measures to combat the evils, atten 
■ding on the depressive pha^e of the economy He advocated primarily 
three policy measures — (a) to keep a watefa on the economy, to smell 
dangers around the comer before the troubles actually set in, (J) to 7 
keep a plan of public works ready for execution even with a short J 
notice, and (c) to adopt such monetary and fiscal measures as would 
An? a/ ihftjr or tn.'ifiin'omiy iifer evuiTonry- 

The question that comes up at this juncture is about the extent 
to which the Keynesian mode of thought could usefully be applied 
for the planned development of under-developed economies The 
first pomt to notice is the fact that latssez fatre is no longer accepted 
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in any under developed area of the wofld as a dependable way of 
developing the economy Planning which was supposed to be 
mainly a totalitarian technique of economic development has now 
come to occupy a respectable place in tho most vociferous of demo- 
cracies Smctification of planning m some form or the other even 
in capitalistic economies is the direct outcome of the Keynesian 
Revolution That the ur der developed countries of the world aspire 
to bring about economic growth through a planned programme of 
development owes as much to Keynesian thinking as to the demon 
stratum effect of Soviet planning ff the state be advised to assume 
some important economic responsibilities in the highly advanced 
mdustn tl economies the need for state-action is all the more in the 
backward countries of the world which languish in a chronic shortage 
of private enterprise Tho Keynesian mode of thought is applicable 
to any backward area of the world in so far as tho argument about 
the need for state action is concerned 

The second proposition of the Keynesian technique is the need 
for keeping a vigilant w atch over the economy with a view to foresee 
the trouble in a Ivanco In an under developed country the troubles 
are chronic and not occasion vl and hence the need is not for an 
ad hoc diagnosis but for a thorough gouig examination of the entire 
Structure of the economy What is needed m an industrially ad 
vanced country is i. vigilance committee to play the role of a watch 
dog over the possible occ irrciicc of disturbances whereas in a back 
ward economy tho need is for a i lanning commission to undertake 
a full survey of tho resources w th a view to formulate a dehmto and 
detailed programme of planned development over a period of time 
The responsibilities aggravate in proportion to tho seriousness of 
the problem nnl what looks an innocent vigilance committee in an 
advanced country becomes an august body saddled with the onerous 
burden of initiating the economic development of a country because 
of the situation of under developed economy crying foi an immediate 
solution It seems therefore that tho second proposition of Keynes is 
applicable to tho situation of a backward economy on a scalo much 
larger than the one \ isualised in tho context of a developed country 
What the und**r developed co mtncs need is more than a vigilance 
committee entrusted w ith much greater powers and responsibilities 

So far, wc are in agreement with the Keynesian teehn quo as 
5 applied to the problems of development of an under developed 
economy This brings ns to an area of dispute Economists differ 
on the applicability of the monetary and fiscal measures which 
Keynes advocated in the context of an industrially advanced economy 
entrapped in the thraldom of a depression Tho differences arise 
out of the basically different economic situation of an under develop 
ed economy m comparison with that of a developed country A 
developed economy in depression is not the same as an under 
derjloped economy Tiis low level of economic activity during the 
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depression period of a developed economy is not attributable by any 
stre f eh of logic to the underdevelopment of human as well 
as physical resources It is regarded primarily a monetary phenome- 
non originating from the slackness of aggregate demand which fails 
to absorb all the goods and services produced leading to the accu- 
mulation of unsold stocks in the market The resources — men 
machines and raw materials seem to stand in temporary disallidnce, 
waiting to be reunited on the rise of demand Should people come 
into possession of adequate purchasing power, positive income elasticity 
of demand would automatically generate forces in the upward 
ojrection The need therefore is supposed to be injection of adequate 
purchasing power into the monetary stream of the community This 
could best be done by a scheme of public works which employ initially 
some idle labour and stimulate the private sector to further activity 
through the multiplier and the accelerator 

The situation of an under developed country is basically different 
in the sense that where vs there are lots and lots of unskilled w orkers 
in the over populated under developed economies and there are 
also unutilised and under utilised raw natural resources there is a 
positive and glaring deficiency of capital equipment and technical 
knowledge of which there is no scarcity at all during the depression 
period of a developed conntrv This makes all the difference in the 
world Demand deficiency and deficiency of capital equipment and 
technical knowledge arc certainly not identical The latter is much 
more serious and more difficult to face since capital creation is far 
more d fficult than demand generation The difference is between 
basically low productive capacity and a high productive capacity 
constructed but not fully used A strong well built man durng his 
illness is certainly something different from a dwarfish weakling 
trying to grow out of rickety infancy 

It is therefore contended that mere creation of monetary 
demand would not 1 c enough to stimulate the necessary entrepreneu- 
rial enterprise to undertake construction activity The supply side 
is not easily adjustable in spite of a demand which pays The diffi 
culties arise out of the backward structure of an under developed 
economy in which there is a deficiency of savings over head facilities, 
entrepreneurial enterprise knowledge about resources and industrial 
■experience in general Conseq lently measures visualised for applica- 
tion to a developed economy in depression if applied as they are to 
an underdeveloped country would generate demand which is bound 
to remain unsatisfied because of the non adjustability of supply 
It is all likely to generate inflationary forces in the economy because 
nfjthn-tmu > -liy?-hetw_efin demand .andjupjnJy 

This is however no reason to believe that the under developed 
countries do not suffer from a general deficiency of demand In 
fact, there is an over all deficiency of demand as well as supply 
because of the equilibrium at an extremely low level of productivity. 
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The chief difference between a developed economy in depression and 
an under-developed economy is this that in the former case, there 
is a shortage of aggregate demand whereas in the latter case, thero 
is a deficiency ot supply and hence of demand In a backward 
economy, the brunt of the attack must fall on the supply side where- 
as, in a developed economy, it is the demand side which needs 
correction. The instruments to bo employed to raise the over all 
productive capacity of the economy so as to increase the supplies aro 
not the same as those to be called into operation to adjust the 
demand-side. 

The conclusion which seems to emerge 13 not that the Keyne- 
sian technique is totally inapplicable to the situation of a backward 
economy but that something more needs to be done besides what 
Keynes advocated and this something more would be in the direction 
of building more and more production powers Whereas a developed 
economy is concerned with the problem of maintenance, an under- 
developed economy Its concerned with the problem of construction as 
well as maintenance of a high level of economic activity. 

POINTS TO REMEMBER 

1 . Classical thought about the existence of an autonomous self adjus- 
ting economic mechanism unrealistic 

2 There is no 'nature cure' for the economic ills of a country. Some- 
thing positive and definite needs to be done to stabilise the advanced 
economies 

} Keynesian measures — (a) overthrow of the theory of non interven- 
tion, {fcl adequate vigilance in advance, (c) public-works schemes 
and money and fiscal measures 

4 c [j) and c [2) totally applicable to all situations and more solo 
the under developed countries 

/ There » a controversy about c j). 

6 There is a difference beta >en a developed economy in depression 
and a backitard economy 

7 . Deficiency of aggregate demand alone is not so serious as the 
deficiency of aggregate demand as well as aggregate supply 

d Keynesian measures need some modification but are by and large 
applicable More needs to be done to increase suppltes 
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Q. 6 Examine the effect of a general wage cut * on the 
volume of employment (Delhi 1960) 

Is it impossible to increase employment through a general 
reduction in money wages ? Give reasons for your answer 

(Ganhati 1959/ 

Examine the dependent and independent variables of the 
Keynesian theory of employment Is the Keynesian system unstable 7 

(Gujarat 1959) 

Discuss the Keynesian theory of employment (I.A S. 1958) 

“Employment is determined by aggregate demand which in turn 
depends on the propensity to consume and the amount of investment 
at a given time ” Elucidate (Mysore 1957, 1955) 

A ns During the pre-Keynesian era when the classical theories 
jyjkdJJie— roast, employment was never conceived to be a serious 
problem A state of full employment was thought to be normal, 
lapses being occasional and temporary 7 , originating from the a\ erage 
frictions m the economy It was presumed on the l>asis of Say’s law 
that demand must always be equal to supply since ‘supply creates its 
own demand ” Even such a keen thinker as Pigou attributed the 
prevalence of unemployment to the intransigence on the part of the 
workers which resulted in a tight wage-rigidity forcing the employers 
to disband some workers out of employment to save themselves from 
an adverse market situation Pigou believed that full employment 
should be easy to establish, given a certain amount of wage elasticity j 
m accordance with the requirements of the market The problem 
of employment was examined on the b is of the marginal produc-. 
tivily of workers to the employers ns against the marginal disutility? 
of labour to the workers The prevalence of involuntary miemploy men* 
was supposed to be practically non existent excepting for a little 
volume of frictional unemploy ment which appeared during periods of 
tempoiary disequilibrium Economists firmly believed that there would 
be an automatic adjustment towards full emj loyment in epite of facts 
to the contrary which pointed a shaip finger to the prevalence of 
involuntary unemploy ment on a large scale There w as hardly any 
courage to challenge the usually accepted not’ons about the problem 
of unemployment^ The intellectual ho] duces to re examine the problem 
afresh without any preconceived notions came from the publication 
of Keynes ’ General Theory of Employment, Interest and Money m the 
year 1936 

The classical economists had made one more significant assump- 
tion. in. thfiir analysis They had assumed, as usual, that money is 
only a veil, a neutral thing, and as 6uch reduction n real w ages__for 
effecting inweased employment was the'same thing as reduction in 
money wages. Keynes disagreed with this view and we shall return to 
it later. 
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According to Keynes in the short-run we con divide the 
economic variables coming into picture into certain given factors and 
independent variables and on the basis of this will follow the depen 
dent variables of the economic system J e values of different categories 
in the economic system t g national income and employment how 
the given factors may be for example the quantity and quality of 
population the political and social structure the tastes of consumers 
the scheme of v alues of the populatioi (i t to say what actions ideas 
and things they think arc permissible and good and which are not) 
productive resources of the economy and technology Not that tl esc 
factors arc m any way rigid and absolutely f xed They can undergo 
a change For example the social struct un of determining the ppj u)a 
tion into various economic classes affects the distribution of income 
and it can undergo a change But it is ass imed that m the short run 
these things do not undergo any violent change and for ail pracl cal 
purposes they can be taken as given When in lependent variables I 
of the economic system are unlergomg a change onlv deptu lent/ 
a ambles are assumed to respond and not the given factors as well 

The economic system can be looked at in terms of various 
categonu. <u d values and Keynes divides them into independent anti 
dependent variables Tl at is to say variables that can change inde 
pcndcntly without any provocations from other vanal les or without 
any reason which can be ultimately expressed in economic terms anti 
variables whoso value is determined by the values of the independent 
variables According to Keynes in the economic system following 
are the independent economic variables 

1 Consumption function 

2 Marginal efficiency of capital schedule 

3 Liquidity preference schedule 

4 Quantity of money and 

5 The wage unit 

Of tl ese the first three are psychological functions based upon 
ideas habits and so many other factors while the fourth one is tho 
quantity determined by the monetary authorities The dependent 
variables 1 1 , variables following from the interaction of the indepen- 
dent variables are 

1 Bate ef interest 

2 National income output and employment 

3 Consumption 

4 Investment and savings etc 

Talking of this distinction Keynes says • Thus the traditional 
analysis is faulty because it has failed to isolate correctly tl e indepen 
dent variables of the system Saving and investment are the 
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ydetennmates of the system. Dot the determinants They are the twin 
results of the system’s determinants viz , the propensity to consume, 
the schedule of marginal efficiency of capital, and the rate of interest 
£These determinants are, indeed, themselves complex and each is 
capable of being affected by prospective changes in the others,! But 
they remain independent in the sense that their values cannot be 
inferred from one another ” l 2 3 In the above quotation, however, Keynes 
makes the mistake of treating interest as an independent variable 
•which it is not Thus he himself Bays that "the rate of interest 
depends partly on the stat e < f liquidity preference (s e on the liquidity 
function) and partly on the quantity of money measured m terms of 
wage units ”* 

Before j roceeding further ue must note that the "division of 
determinants of the economic system into the two groups of given 
factors and independent variables is, of course, quite arbitrary 
The division must be based entirely on the basis cf experience, 
so as to correspond on the one hand to the factors in which the 
changes seem to be so slow or so little relevant as to have only a 
small and comparatively negligible short term influence on our 
quaesitum , and on the other hand to those factors in which the 
changes are found in practice to exercise a dominant influence on our 
-quae«itum ’ * However given the basis of divisions we can extend 
our inquiry and say that whole of the economic system is determined 
by the three psychological functions the wage unit and money 
supply The wage unit is determined by the bargains between the 
employers and the workers and is the amount of money per unit of 
labour employed The value of the w age unit u ill enable us to mea- 
sure n M tional income, employment saving investment output etc 
in ieal terms because the effect of price changes will be eliminated. In 
such a ca*.e increase in real emplojment and output will mean almost 
the s.une thing aa one will imply the other 

Taking the liquidity preference function and the money supply 
as measured in terms of the wage unit we get real rate of in f erest 

According to Keynes investment is highly int erest elastic and 

therefore, changes in money supply or the liquidity preference schedule 
of tl e people w ill be able to bring about a change in invest- 
ment and hence income and employment However, investment 
la not only determined by the rate of interest but is equally influenced 
by the marginal efficiency of capital again measured in terms of wage 
units Marginal efficiency of capital is the expected jield on 
investment ai d therefore investment will be made so long as it is 
higher than the rate of interest Consumption function in its turn 
determines the amount of consumption that will be made out of any 


1 Keynes — General Theory p, i 83 

2 Ibid p 246 

3 Ibid, p 247. 



GENERAL WAGE CUT A*tD EStPLOYME NT 


25 


given income and shows changes in consumption following changes in 
income 

With these independent variables Keynes weaves whole net of 
the economic functioning of a society Out of a gn en income con 
sumption function determines the consumption and with given 
liquidity preference schedule and money supply the rate of interest is 
determined which in conjunction with the marginal efficiency of 
capital give-* us investment The sum of investment and consumption 
gives ua income At the same time income generated by investment 
or consumption expenditure does not stop there it generates a 
multiplier effect dependent upon tho marginal propensity to consume 
and thus in turn influence tho various independent v ambles But this 
reaction of changes in income output and eroy lo\ ment etc upon 
independent variables cmnot be ascertained precisely as regards its 
direction and magnitude W e can onlv make guesses based upon our 
observations These independent determinants of the system ore 
influenced by the dependent variables but not solely determined by 
them or only in a particular f ishion The actual economy is quite 
complex and the above presentation is a simp! account of the actua 
Uty hut nevertheless these seem to be the factors v\ hich it is usefu 
and convenient to isolate 

Such a system as visualized by Keynes can he stable on 1 the 
independent variables in the system beh ivc m a harmonio anrer 
The multiplier should be greater than unitv but not ery large 
because otherwise if the multiplier is equal to one hu o investments 
will be require 1 to maintain the economy it a high level of income 
and on the other hand if the multiplier is very largo even <*roall in- 
vestments mil have an evplosi v e effect Thereiore the value of the 
multip er should he a moderate one but greater than unity Invest 
ment should be interest elastic hut should not be v ery sensitive to 
even moderate changes in interest rates Changes in investment due 
to multiplier effi-ct are 1 kely to leui to much largtr increases in 
income and heme investment has to be kept at a furly stable rate 
Further increasing mro me aid investment should lead to reduced 
marginal propensity to consume and marj.mil efficiency of capital 
n hile the opposite should happen when income and investment are 
reduced Tins is nece'sary to check the economy from cither getting 
pushed up indefinitely or sliding down unchecked 

But as it happens tho values or different psychological 
functions h vppen to bo such that the economy docs experience a 
■/ditfinu’ stands ivy AnrwttcV* jinxbr iful'mnpihyinwn* iotu 1 if itarjtnrey ctr 
fluctuate between very low level of emplov ment and a stage near full 
employment This happens because of falling marginal propensity to 
consume and falling marginal efficiency of capital as income and 
investment rise 

Following from this it was but natural that Keynes should have 
quarrelled with the classical economists regarding the way m which 
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employment can be increased We have seen that according to the 
classical economists money is neutral ‘Keynes also eliminates the 
/effect of price changes in his calculation but he does not disregard 
Itheir effect on income and employment) and also ultimately real wage 
Yate is equal to the marginal productivity of labour and also equal 
to the marginal disutility of la! our Hence if employment is to be 
increased real wages are to be reduced Keynes, since he also analyzes 
the whole thing in terms of wage units, arrives at the conclusion that 
under given circu" stances the economy will be employing the maxi 
mum number of workers which at the going real wage rate can he 
employed if whi<h the economy can afford to employ in terms of 
labour productivity Hence accoiding to Keynes also, if employment 
is to bs increased real wages should fill 

I The conflict arises regarding the mechanism of effecting this 
reduction in real wage ra*i The demand for factors of production is 
derived from the productn ity of factors translated in their market 
valuation According to the classical school the introduction 
of money into the picture made no difference to the cilcu 
la t ions Reduction of real wages could be effected by reduction of 
money wages They based their analysis on the assumption that ‘ (a) 
the price level is unchanged (b) that aggregate money demand [MV] 
is unchanged or (c) that component of aggregate money demand, i g , 
non wage earners expenditure is unchanged ’ 1 2 Clearly if profits are 
| increased in either of tbe c e ways t e by reducing cost with given price 
[level or by reducing rosts *nl keeping the total sales proceeds 
constant or by reducing the share of wage income in the total.it 
[ will lead to increased investment and employment 

Keynes pointed out certain basic fallacies in this approach * He 
says that the above analysis is true if we consider any single enter 
prise There we can say that the price level or aggregate sale proceeds 
can be assumed as given in the face of reduced money wages but it 
is wrong to extend this reasoning to the economy as a whole “Money 
wage rate-changes are double edged They change money costs bat 
they change at the same time mmey incomes and hence money 
expenditures Fven the money expenditures of non wage earners can 
not be assumed unchanged if their incomes depend in part on the 
expenditures of wage earners 3 A general reduction in money wages, 
therefore according to Keynes was not going to increase total 
employment because total employment depended upon aggregate 
supply schedule and aggregate demand schedule and reducing money ^ 
wa»e in general means reducing effective demand and hence aggregate 
demand schedule In brief Keynes points out that “whilst no one 
would wish to deny the proposition that a reduction in money wages 
accompanied by the same aggregate effective demand as before will be 

1 Harris (Seymour E ) The New Economies , pp 572 3 

2 Keynes General Theory p 2i9 

3 Hams (Seymour E ) The New Economies, p 573 
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associated with an increase m employment, the precise question at 
iss e is whether the redaction in money wages will or w ul not be 
accompanied by the_£arp§_Agaegatc effect no dennnd as before 
measured in money 1 

Thus briefly KeyneBian argument was that if wc reduco money 
wages in order to incrcaso employment wc shall be defeating our own 
ends because reduced money wages wi'l lead to reduced aggregate 
demand and reduced prices leading to non increment of profitabil ity 
of investment The result would be no increase in investment and 
employment and at the same time due to reduced prices no reduction, 
in real wages We cannot reduce real wages by the mechanism or 
reduction of money waves howsoever hard w c ma\ tiy Further there 
is another difficulty The workers are under whit Kevnes calls t 
monty illusion if to say they ore more concerned with given 
money w rge« than with given real wages They are not ready to force 
an upward revision of money wage rate cv<ry time prices register a 
small increase but they are very sensitive to changes in money wages 
This money illusion con bo taken advantage of by reducing real wages 
by increasing aggregate effective demand and prices and thus increas- 
ing employment This aggregate effective demand may be increased 
ly consumption or investment expenditure Moreover it is not 
]>os3i blo to effec t « uniform wage ait throughout the economy by any 
threrte Thai inn be done only in a totalitarian economy and not m 
a free market economy Hero the reduction in money wage rites will 
have to be at uneven pice and at uneven rate in different industries 
leading to all sorts of complications 

Keynes further points out that it is better to increase employ 
ment without touching money wage rates Reduction of money wage 
rates apart from reducing aggregate money demand and prices may 
\c said to have a healthy effect on investment through reduced 
demand for money and heme reduced rate of interest But this 
doubtful reduction in the interest rate may l c more than compensated 
by reduced marginal efficiency of capital All told therefore it is 
advisable not to touch money wage rates for increasing employment 
In the over populated under de* eloped economies the problem 
of unemployment, under employment open as well as disguised is far 
more serious than the problem in the advanced industrialized econo- 
mies which have come to regard the question of establishing full 
employment— as nothing- more than, stimulating the propensity to 
Consume and the propensity to invest so as to compensate sufficiently 
for the deficiencies of aggregate demand In tho backward over popu 
lated countries the problem is basically on e of ft _digpioDortioiuiiitv 
ULtha-iaetoraof-production and mainly it is in the nature of too 
much oflabour try mg to find employment with too little of capital 
There is a chronic scarcity of enterpr ise and often there is a deficiency 
of land as well as is seen by the scramble for a footing in agriculture. 


1 Keynes Genera! Theory pp 259 60 
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The problem ofunemployrnent and the problem of economic develop- 
ment appear 'to be largely synonymous in the case of backward 
economies productivity of labour employed is an equally senons 
•problem since backward techniques with low productivity can always 
create large volume of employment without making any substantial 
addition to income 

POINTS TO RFMEMBER 

1 The classical theory of employment tiaS bated on marginal 
productivity theory of wages and the equality of marginal 
utility of wage with marginal disutility of labour together 
with assumptions of competition , mobility etc . 

2 They a sumed the neutrality of money and thus reached the 
conclusion that the economy will be having full employment 
With the absence of involuntary unemp oymenl 

} Keynes divides the problem into given factors and independent 
variables giving us as the result, dependent lanables The 
given factors seldom change , the independent variables are 
not derived from others and are the three psychological functions , 
Wie money suy£ly and the lua^eunit , uhd* the dependent 
variables are income employment, saving, investment etc in 
the economy The d vision above u not a rigid one The classical 
economists did not have to make the division at all 

4 On the basts of independent variables Keynes weaves the 
economic structure of the economy Such an economy is stable 
if the independent variables behave in a harmonious manner, 
which they do not 

J Both the classical and Keynesian economist agree that to increase 
employment, real wage rate ti to be reduced hut the conlroiersy 
is oi er the mechaqtsm of it The assumptions of classical 
economists enabled them to say that reduced money wages 
will ncrtase employment , while the Keynesian approach 
dictated otherwise According to him reduced money wages meant 
reduced demand prices and hence same C r higher real wages 
Real wages sh uld be reduced th ough increased prices by 
incurring more of comsumphon and investment expenditure 

4 On the one hanl workers under the money illusion” Will 
oppose revision of money wages though not so much the rise 
of prices , nd on the other hand reducing money wages in a 
uniform way ir impossible 

SELECT READINGS 

1 Keynes J M General Theory Chs (8 and 19 

2 Harris Seymour E The New Economics Ch XL (Money Wage 
Rate and Employment by James Tabin), £h XXXIX (Effective 
Demand and Employment by Arthur Smithies) Ch XVII (Public 
Policy— the Doctrine of Full Employme t by D B Copland) 

3 A E A — Readings in Monelary Theory Ch 13 ( Price Felexibihty 
and Full Employment by Don PatmVun — from the American Economic 
Review, 1948), 
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Q 7 Keynes’ General Theory transformed Economics into a 
theory of output anil employment as a whole Elaborate 

iBombav 19*9) 

Show how the total output and employment in a country depends 
upon marginal propensity to consume, the marginal efficiency oF 
capital and the market rate of interest (Gauhati 1959) 

To what extent, and in what manner can the Kcjnesnn analysis 
of the determination of income in the short period be used to explain 
changes in income over time * (Calcutta 1957) 

Examine the interrelation between saving, investment and 
employment (IAS 1957) 

Ans The General Theory of employment Interest and 
Money appeared in the year llUC primarily is v Unlknge to tho 
then universally accepted doctrines ol tho clwical economists « ho 
.postnlated-progress to bo natural and automatic exerting for 
occasional lapses tor brief periods of timo duo to some incidental 
malidjustments Tho essay on examining tho v ill lily of the lIismcaI 
postulates in the light of tho tole plvyed b\ employ mint, interest 
and money in point o£ objective actuility turned out to be a general 
theory of investment era; loyment and output a« a whol especially 
so over short pi nods of tuno under the conditions of a free society 
The revolution in thought was achn veil bi i «lnrj» turn of attention 
to the facts of tho empirical situition nay from th soothing 
assumptions of tho classic i! economists who nlied lu u ih on the 
strength of deductive reasoning on tho bisn ol certain premises 
that were dr i»n arbitrarily from perhaps tho characteristics ol the 
early phase of tin. Industrial Revolution ) Tho dep irturc i wrought 
from a change ovec to a critical examination of empiric d J ita and 
objective evalu ition of (ho postulates of tho cli* icii economists 
On this process thero emerges a new theory regarding tho growth of 
wcomi and employ ment m the context of the conditions of an tvd' nneed 
economy temporarily experiencing a state of stagnation! The general 
theory is gencr it only to tho extent that it could cm er all similar 
cases of idv ince l economits in a state of tempor iry depre^ion 1 he 
precise point which comes up nt this juncture is how f ir the generality 
of the theory could be stretched further to expl un the phenomenon 
of under dev elopment of a major part of the w orld In other words 
jean wo use tho Ivey nisi m theory to underst md the problems of 
v ' econom i c b ve kwardness and suggest measures for development 7 

H ith the triumph of Ricardian approach in economics and with 
the acceptance of the view by a majority of the economists that a 
general deficiency of effective demand is not possible tho problem of 
production was increasingly pushed out of tho picture The I!riti«h 
economists after Ricardo b y and large engaged themselves with tho 
problem of allocation of given resources into different employ meats 
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in conformity with the demand for various commodities and services 
They behoved in Say’s Law of Markets according to which supp'y 
creates its own demand The problem in such a case was not to 
create demand so that the supply could be sold out, but only to 
adjust supply and demand patterns in such a way as would make 
them fit together We find that with the triumph of Ricardians m 
the controversy between Ricardo and Malthus regarding the possibili y 
of a general glut in the market, the question of growth of the produc 
tive resources was also lost sight of Partly this may be due to the 
reason that Britain was experiencing a rapid rate of growth during 19th 
century and therefore the problem of the growth of productive 
resources was not engaging the attention of tho British economists, 
and partlj th s may bo explained by the fact that economists from all 
countries were rather overshadowed by the British In Germany, 
for example economists of the stature of List were emphasizing the 
I developmental aspects of an economy as against the stagnant re&Uoca 
/ tion problems of productive resources , but they were able to make 
* little headway as subjects of absorbing interest m the academic 
circles Even with the emergence of Marginal Utility School (which 
by emphasizing consumption side should have been in tho forefront 
in emphasizing the possibility of deficiency of effective demand) 
problem of effective demand was ignored and only tho scarcity aspect 
of economies w as emphasized 

Keynes, however, was not tho first to take up tho view that 
there may not be sufficient demand for tho supply put in tho market 
but be was probably most brilliant expositor of tho fact that an 
' artificial scarcity of goods and services may arise due to tho deficiency 
o£effective demand The economy may bo fully equipped with all 
productive resources to feed all its sectors adequately but its working 
may be paralysed by the inactiveness of some motive forces in the 
economy Keynes had the added score over others in sofar as he 
was emphasizing that psychological non economic forces are really 
responsible for defective woiking of a modem capitalist ccoromy 

Keynes, in his Treatise on Money was trying to explain the 
determination of prices of consumption goods and capital goods , 
but in the General T heory he had set himself quite a different task 
He wanted to ascertain what determined output and employmentjm 
an economy and whether the forces determining them could in any 
way be artificially influenced or controlled ‘This book {te, tho 
General Theory) on the other hand, has evolved into wbat \s r 
primarily a study of the forces which determine changes in the scale 
of output and employment as a whole and whilst it is found that! 
money enters into the economic scheme in an essential and peculiar 
manner, technical monetary detail falls into the background ” 
(General Theory Preface p vu) For this task, we must remember, he 
confined himself only to a developed, free enterprise economy, with a 
developed investment, and financial market Actually, he wanted to 
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ascertain the causes because of which a developed capitalist economy 
failed to work efficiently and give employment and output to the 
extent it was capable of doing It was for this reason tint he ana 
lysed the problem of determination of output and employment m 
tho short period during which the problem of the supply ot productive 
resources did not arise also dur ng a short period with given pioiluc 
tive resources and technology increased real employment would mean j 
increased real output and oicr i isa \i 1 therefore ho assumed that 
increased output 01 employ mini \ on Id mean the samo thing as far as 
his analysis was concerned Also in order to eliminate tho drift ft nets 
between monetary and real values of employment and output ho 
measured employment output etc in terms of wage goods lhr» adop 
tioti of the wngo goods as the units of ineasuioment was a mnjoi step 
which turned economic analysis into one of the detu ruination of real 
employment and output, by eliminating all the effects of prices in 
tho expression of economic quantities 

Keynes for explaining tho determination of income output ami 
employment in an economy took up some simple propositions eg 
the expenditure of one is the income of tl o other greater consump 
tion expenditure or investment expenditure means greater dtmanil 
and BitmUrly greater « rungs means reduced dt m uid IIm pioblcm 
boil-d down to tho question is tow hit di tenumea « onsumj lion uid 
investment ixpenditmes which in turn w ill dctci mic tho mo une and 
employment ot tho community lor this ho enne to the contusion 
that ultimately there are threo non eco lomi psychologic d functions 
watch together with tho quantity of nioncv determine all tho qu uitities 
in tlie economy Ihe o tlneo turn turns vro ( 1 ) Marginal Propensity to 
Consume (MPC) (2) Margin d rffiuuiey of Cipit l (lire) and 
(3) Liqudity Prolorenco_lXha fomth non functional dotcimuimt is 
tho quantity of money 

To expl un in brief people aro slow m changing tlicir eotisum 
tion habits with tho risult th it it income changes concumplion fills 
to adjust itself instant uicouslv to that change As a n<udt with 
nsmg incomes increases in consumption fad to keep pace md with 
falluig incomts consumption fails to fill ns rapidly In other words 
MPC, which is defined as change oaxomumption/changc in mcoiuo, falls 
with nsmg incomes and rises with falling incomes Keynes also points 
out tint in developed economies with tho growth of tho big coipora 
tions, tho tendency to save a greater portion out of increased 
n income becomes still more pronounced Since total dem ind and hcnco 
total expcvfdfture arid meome ts determined by consumption and 
investments expenditure at hast from one side (i e consumption 
Bide) there anses a hindrance in tho maintenance of mere ised 
income 

Investment expenditure according to Keynes is determined by 
the rate of interest and marginal efficiency ot capital (MEC) MEC 
is nothing but the expected future returns on investment and naturally 
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these expectations are influenced by a number of causes including the 
present state of demand However given this MEC investment 
will be determined by the rate of interest which has to be paid on 
the money borrowed for investment Rate of interest is determined 
by what he calls the liquidity preference 1 1 , demand for money for 
transactionary precautionary and speculative purposes 

Since Y— C+I (where Y is income C consumption and I invest- 
ment) therefore to change Y cither C or I or both must be changed. 
Now consumption out of a given Y is determined by a number of 
economic and non economic factors and changes in it will depend 
up >n the MPC MPC is nothing but I — Marginal Propensity to Save 
[MPS] because alt th it is not consumed out of additional income 
must be saved Therefore when to increase Y total expenditure is 
increased care has to he taken that to maintain that income the 
increasing gap between normally increased consumption and income 
is fulfilled by additional investment or by additional consump 
tion Keynes here suggests that we may redistribute our national 
income in favour of workmg classes which are likely to -ha ve h igher 
MPC or we may generate still additional expenditure and_consump 
tion demand bv means of unemployment relief doles or similar 
methods On the other hand if the gap is to be filled by increasing 
investment then we must either raise MEC or lower rate of 
mtercst MEC is a thing based upon the expectations of the investors 
which may be influenced to some extent by certain steps but there 
is no guarantee ns to the efficacy of such steps If MEC rises 
investment will increase but if it does not investment will not 
increase However Keynes believes that interests is highly 
interest-clastic and thr ugh this end it should be easier to influence 
investment decisions Given the liquidity preference rate of mterest 
can be lowered by increasing the supply of money which m turn 
will increase investment and income and employment The classical I 
economists were under the belief that savings were also interest- 
elastic so that if the monetary authorities tried to reduce rate of 
interest increased investments are likely to be counteracted by / 
reduced savings Such a logic no doubt ruled out the possibility of a 
decline in income but it is in no way proved that the economy w as going 
to attain full employment position (unless the analysis was aided by 
other assumptions) or that t was possible to raise employment and 
income in the economy through manipulation of the rate of interest 
/Keynes on the other hand maintained that while savings wer 
1 interest- inelastic and were determ ned by considerations like provi 
sion for old age, family considerations social prestige etc invest 
Jment was highly mterest elastic 

However there were two main hindrances in increasing 
investment through reduction of interest rates Firstly interest rates 
are sticky , people have certain notions regarding what should he the 
maximum and minimum norma! rates of interest and therefore if 
rate of interest approaches one of these normal limits, they start 
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expecting it to change and in anticipation of it they change their 
demand for money with the result that with given supply of money 
rate of interest does change »n the expected dircctun It was for 
this reason that rate of interest eo lid not be lowered in ielimtely 
Secondly when interest rate hod already been lowered sufficiently, 
increasing investment by further reduction in that rate became mcrea 
f singly more difficult Moreover with increasing investment (w th given ^ 

' productive resources m the short period) possibilities of furthe 
profitable investment decreased leading to reduced MEC 

Thus the result of all this was a peculiar interaction between 
saving (or consumption) in\ estment und cmplov ment and income 
Income and employment could bo increased ind maintained h\ higher 
expenditures on consumption and investment But with rising 
income and with distribution of income more and more in favour of 
non wage meomes, MPC fads and this fill in MPC coincides with 
fall in MEC after a certain stage Thus while on the one side, the 
multiplier action generated by increased investment and consump- i 
tion expenditure helps to bring tlio economy quickly to the full I 
employment level, on the other hand falling MPC and MEC drag the j 
economy down again, forcing it to remain at less than full employ- 
ment level 

All this analysis however, is limited to the problem of short- 
r period only Therefore if we are concerned with short period 
problems Kej nesian analysis is an excellent method of finding out 
how income over this period is hi ely to change But the problem is 
not one of developed economics onlj where the mam question it; of 
kee ping .the- existing productive resources fully eropJojed The real 
economic problem of the world todaj is to see how economics grow 
and expand over years and decades to inalyse the forces responsible 
for this long term economic development and changes in income and 
to make uso of this analysis for helping in the growth of under- 
developed economies Here Ivevncsian analysis is helpless since it 
cannot deal with the peculiar problems arising out of the immobility- 
and shortage of productive resources w ith socio political forces w lnclJ 
inhibit the growth of the economv and with the absence of organised 
sensitive money and financial markets 

There is a basic difference between the questions taken up by 
the Keynesian school of thought and the problem* of economic 
grow th over along period of time especially so ll one has m mind 
the growth problems of the under developed economies of the world 
T hodl arrod _Hamar .model afLjrrow.th .is an .attenpit. .to 
Keynesian model oFgrovvth of income over ft long period of time In 
the advanced economics the actual rate of growth is nppiehended to 
exceed the warranted ra'o of growth resulting in a deficiencj of aggre- 
gate demand There is alw ays the fear of over production leading to 
a depression and this is exactly the Keynesian question of the short 
penod They wont to regulate the natural rate of growth to the 
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warranted rate of growth in order to avoid the pit-falls originating 
from the accumulation of excess of capital ' ^Accelerated depreciation 
of capital is supposed to be one of the solutions perhaps to raise the 
marginal efficiency of capital ! As one moves on from the short 
period to the long period, one has to move on to think of not only 
the growth of income but also the growth of capital and the relation- 
ship between the two the MPC the MFC and the propensity 
to invest The principal variables in the Harrod Domar model of 
growth appear to be the same as those of Keynes as applied to the 
secular period 

Coming to the backward economies of the world, we find there 
are significant structural differences Here the aggregate deficiency 
of demand arises out of the low levels of income and not because of 
the low MPC The low M E C may be due to the high cost structure 
and also low levels of demand owing to lack of over head facilities 
The rate of investment is low because of the vicious circle of poverty 
leading to a low rate of savings an 1 investment All this goes to 
prove that the Keynesian mode of thinking can give significant clues 
to the lino of reasoning to be followed in analysing the problems of 
growth over a long period of time 

POINTS TO REMEMBER 

1 The Inumph of Ricardtans over Malthusians led to consideration • 
of only allocation of product oe resources as the economic problem 
and not the growth of productive resources 

2 Keynes though not the first to think of effective demand, put U tn 
its proper place 

j Keynes shifted from Treatise to the General T heory , from analysts 
of price determination to that of output and employment For this 
he made use of the concept of wage goods 

4 Keynesian theory runs tn terms of MPC, MEC, Liquidity 
Preference and the Quantity of Money 

; MPC falls with rising incomes and rues u ith falling incomes and 
thus hinders the attainment and maintenance of full employment 

6 M EC togetl er with interest rale determines investment 

7 For increasing and maintaining T C and I have to be increased 

C is not interest elastic while I is To the classical economists 
both C and / were interest elastic so change in one was always 
counteracted by a change in the other f 1 

£ But there are obstacles in using the interest elasti ity for increasing 
investment m the form of stickiness of interest rales and reduced 
ftatuhsbpdlfJaweruip interest. tales Jie/tnndji .hmit .Also . MEC 
falls with raising investment 

y As a result of interaction of saving, investment etc the economy 
tends to remain at less than full employment position 
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SELECT READINGS 

1. Keynes General Theory 

2 Hansen Guide to Keynes . 

3 Wilson Fluctuations in Income and Employment 

4 Klein Keynesian Revolution 

5 Harm. Reymour R (ed ) . The New Economics, Ch XXXII, XXXIII 

O 8. “The Introduction of Keynes’ consumption function into 
the theory of acceleration enabled economists to explain the turning 
X ol general economic wilhou. 

factors Discuss 

c how how Keynes’ theory of consumption tends to encourage 
radical policies while his theory of investment ^nds to encourage 
conservative policies (Bombay 1*5?) 

Explain the doctrine of consumption function and show how 
this doctrine occupies a pivotal position in Keynes’ a °^£ atak J9S9 j 

Examine the uses of ■'propensity to consume" in the ^ Kesnesian 
macro economic process (Mysore iNaV) 

What do you think of the consumption function as a tool in 
economteanalysis ? (Punjab 1959, 

Why is the propensity to consume considered one of the 
strateeic relationships affecting the behaviour of an economy ? 
What significance would you attach to the concept of the optimum 
propensity to consume ? (Delhi 1957) 

Ans It IS M no means a simple job to get a coherent and 
«vnthetic view of the web of economic relations in a highly complex 
syntliet which hinges by and large around the pivot of the 

role of money It is all the more difficult to pick up the right threads 
from the inter twining tangle of relations m order to be able to 
d.,™* a certain phenomenon tight up to its roots. Tills task has 
been well done m the Keynesian analysis of the consumption 
function on a purely scientific basis It teas held for long with the 
fervour of an unquestionable conviction that keeping consumption to 
the irreducible minimum was the greatest of puritanic virtues No. 
bodv thought for a moment about the scries of chain reactions which 
would inevitably ensue from holding consumption at a dead level 
of austerity. The entire question of the function of consumption in 
a capitalist sooety was taken up de novo by the Keynesian school of 
thought and made subject to a critical unbiased scientific examina- 
tion °which resulted m the Keynesian theory of the consumption 
function. 
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Keynes, in his analysis of the determination of employment, 
income and output ultimately comes to the conclusion that the 
deteimmation of whole economic system can be analysed in terms of 
three non-cconomic psychological functions viz (1) consumption ftinc 
tion (2) investment function (3) liquidity preference function together 
with the fourth entity, quantity of money Naturally' consumption 
function plays a pivotal role in the Keynesian analysis and desTvea 
accordingly a careful detailed consideration T1 e must distinguish 
here between consumption function and marginal propensity to 
consume [MPC] Consumption function is a schedule showing 
various amounts of consumption at different levels of income We 
can draw a graph of this consumption function giving us a consump- 
tion function curve Algebraically consumption function will be 
written as C (y) where C stands for consumption and y for 
income On the other hand if we try to find out the value of 
consumption function at any particular level of income, we are 
able to get what is called average propensity to consume which 
algebraically may be written cjy while MPC shows only the rate 
at which consumption at the margin changes u hen income changes 

and is accordingly WTitten as • 

According to the classical economists consumption is determined 
by the rate of interest Given income with rising interest rates 
savings will increase and consumption will fall and vice versa with 
falling mterest rat^s To the classical economists savings ,were_ 
jnterest^filaatic and all savings were made with the sole purpose of 
investment Itat“ of mterest therefore equated savings and invest 
ment and there was absolutely no jflace of idle savings or hoardings 
They were using the concept of marginal utility of mterest earned on 
lending one’s savings with the disutility of doing t^ose savings 
[or a similar version of the supply side in terms of disutility of 
waiting etc ] If at any time savings and investment were not 
equated by the prevailing rate of mterest it would have to undergo 
a change to equalize the two But the difficulty with this approach 
was that no mechanism was provided by which fluctuations m income 
and employment could be explained All deficiencies m effective 
demand arising out of savings would be exactly made up by mvesj. 
ment Because of this not only the changes m income level coujj I 
not be explained the determination of absolute level of income al g0 j 
defied analysis The mam reason for such a glaring defect to pcrsi g jj 
in classical economics was that their mam task was the theory o s 
value or exchange and not the theory of income and output To‘ 
Keynes the task of analyzing the determination of income and output 
was really important and so in him we find quite a different approach 
i.I‘i3~oTginiftam‘'itr inretriitfaft* irr iKyries" ctHistrmjnioM' irhw'iR/j* 
get as prominent a place in his Treatise as in the General Theory 
The reason is that there he was mainly concerned with the deter- 
mination of price levels of consumption goods and capital goods but 
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in tbo General Theory his task was to analyze the determination of 
income and employment m real terms And he found his analysis 
on some simple propositions that 

Y=C+I 
and Y«C+S 

Thus whether Y was considered from the receipt side or 
expenditure side consumption attained an important place and 
naturally he busied himself with the causes that determine cansump 
tion As pointed out the classical economists believed m tho interest 
elasticity of savings but Keynes did not To him consumption 
function was determined by various other factors e g social status, 
provision against future needs and unforeseen contingencies etc So 
whilo according to the classical economists no savings could have 
taken place at zero or negative interest rates according to Keynes 
this possibility was thcro provided future needs were strong enough 
Further since savings wero made not for interest earning, hoardings 
were possible 


Keynes used tho concept of MFC to givo his famous theory 
of multiplier — a modification of Kahn's employment multiplier. 
Multiplier is the number of times by which income increases ns a 
result of a given injection of purchasing power in the economy For 
example, if as a result of injection of purchasing power of Kb 100 
in the economy total increaso m mcomo experienced by different 
people is Its 300 then the multiplier is 300/100 — 3 The valuo 
of multiplier depends upon tho value of MFC Mul iphcr action 
takes place because expenditure of ono is the income of tho other 
and tho moment an expenditure 13 made income rises by an equal 
amount and when that mcomo 13 ro spent by its recipient in Como 
rases further by an amount equal to tho new expenditure Algebraically, 

multipliers j — p0 that if tho recipient of the first injection 


of purchasing power does not spend any portion of hi 3 income but 
saves all of it then tho total increase in inrome of the community is 
equal to tho amount which this person received Ilcro therefore, tho 

multiplier is equal to ono On the other hand if any 

recipient of additional income goes on spending A of the additional 
receipts, the total increase m mcome as a result of the injection of ono 
unit of purchasing power will be 


= ! + = ^-,- = 10 

Wo find that multiplier has a minimum valuo of one and can 
rise to x if MFC happens to bo unity In practice however multi- 
plier lies at a sufficiently low figure, say between 3 to 10 . 
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While Keynes made u3e of the multiplier concept to show 
^ how with an initial injection of investment, income will rise by a 
multiple of it, and bow successive savings bv successive recipients of 
increased income will got equated to initial investment , other 
economists especially Prof Samuelson and Prof Hicks made use 
of the concept m the explanation of trade cycles __ Prof. Hanod had 
given the concept of what is called the Super multiplier or the 
Relation or Accelerato r te investment Induced as o' result of increased 
demand is a multiple of increased demand d epending npnn -IKa 
capital output ratio. -Prof Samuelson had found out how with 
varying values of multiplier and accelerator wo could get varying 
patterns of fluctuations in income and employment m the economy. 
Prof Hick? went still further lie made elaborate use of the time 
Jags He pointed out that Keynesian multiplier was theoretical 
'Multiplier and showed only the end result in terns of income while m 
reality we must recognize the fact that there are time lags in the 
working of the multiplier and it is possible that before multiplier 
works itself out, ^changes jn_ n. vestment etc. may take place stimu la 
ting or obstructing the movement in the income of tho^conomy 
towards a particular direction On this basis Prof Hicks gave us an 
elaborate theorj of trade cycles which explained turning points with 
the help of interaction between multiplier and acceleration 

To go into greater details wo say that the multiplier action 
starts when people get more income and spend a part of it Now 
if the MPC is not equal to one and if o nly once over injection of new 
purchasing power is made increase fn communlfy’s income as 
compared with baso period will gradually decrease till it is back at 
its originp.1 level w heji „all^the additional purchasing power has been 
^saved (If increased demand as a result of increased income cannot 
be met out of existing employment of productive resources, new 
investment will have to be made In other words we can say that 

i multiplier action takes place when there is excess capacity and 
acceleration takes place when there w full < mploymcnt in the 
industry in question Tins acceleration process bj’ making further 
investment creates excess capacity and allows the multiplier (further 
slfmulatedliy its own action In Investment] to work further “in terms 
of i ncreasing real income and employment and leads tb a rise in the 
vaIue~of multiplier Here the concept of optimum propensity to 
consume comes into picture Since consumption out of income is 
determined by the propensity to consume and since consumption / 
and investment go to make up Y it is necessary for the stability of 
the economy that people should have a particular propensity to 
consume which is in conformity will the values of other functions 
nz, ,'mestmfnt- function. anrUnquditjy qrafftrencei, function-. Bcnf- 
Lange explains the concept of optimum propensity to consume by 
pointing out that we should think of consumption function, invest- 
ment function, liquidity preference function and the constant, 
quantity of money, simultaneously in order to find out how all of 
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.1 „ can he in mutual balance A cha "i;®“ tb^ttaee functions 
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prescription also foe be believes that SIP mcrra „ng so Ion" as 

K Teal income and employment g^onj cap „ lty h „ been 
there is exress “acceleration process But then 

created by new investment through ^ tQ the increase of real 

as Prof Hicks explains there is d therefore the economy 
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leads to a fall m the value of th- multipn are set an d 

prunes 5IPC rises because our con«ump h A ^ Q businessmen 

cannot cKange~aT rapidly as ^ ‘ncome^c ^ ord ma^ 

experience much wider Anctaations in tfc ^gumption standards 
workers but they cannot afford to <*“8 permanent Again, 

nnless they are sure that the mcome chan £ co ^ nIe s the portion 
with nsmg big corporations and 1™* '*° „ oidly^as their income 
of savmgs out of then income ■« ““!““= J that consumption as a 
rises Some studies in U S A have indicate ^ two decades 

proportion of income has renamed constant f has remained 

Bat this means that average P«>P»f ? £ ™ change, m MFC 
constant What Ke^es w» oooremc,l wnh ^ ^ng 
over a short penod and here he was ngm. 

UPC falls 


40 


MONET, EMPLOYMENT AND FLUCTUATIONS 


| Now this falling MPC together with falling MEG prevents the 
economy from attaining or maintaining full employment position 
In order therefore to check the emergence of deficiency of effective 
demand Keynes suggested that steps should be taken to increase 
consumption and investment Some people are of the view that 
Keynesian suggestions were radical as far as consumption portion 
goes but they were quite conservative when he came to the invest* 
ment portion Actually this is not fu Iy true One should say that 
some of the suggestions in the investment portion also were quite 
radical and uncapitalistio However in the consumption portion 
hw prescription was quite novel different from the usual socialist 
and underconsumptiomst thinking which emphasizes only redistn f 
bution of income Keynes believed that we should artificiall y inj ect 
new purchasing power m the economy even if this was done without « 
any productive work done m return by the recipients of this purcha 
sing power Redistribution of income in favour of wage income 
would help but only within limits Better still would he to crtaie 
additional purchasing power through deficit financing etc and use ' 
it for redistribution amongst the working classes through, public., 
works programmes Curiously enough he did n ot su ggeslunvest* 
ment in lone term productive projects because he was dealing with 
economies where problem of capital formation was not there 
Increased purchasing power by mcreas ng demai d would automati 
cally set the existing excess productive capacity of the economy 
into motion and would increase income employment and output 
For this reason therefore he was not very particular whether new 
purchasing power was going to tho e who did any useful work 
in return for it Unemployment relief and doles may he ethically 
object onable but not economically Or if a more dignified method 
of giving doles was to be chosen ditches could be dug and filled and 
wages paid for them 

However on the investment side Kevnes was more conservative 
in suggestions because of his belief in interest elasticity of investment 
Classical economists also had believed m the interest elasticity of 
deman for investment But Keynes was also fully emphasizing 
MEG which in the time of need just did fall and decreased invest- 
ment For instance dur ng a depression, what is required is more 
investment so that with greater demand increased investment should 
turn out to ba more profitable but MEC or expected yields are low 
in the minds of investors with the result that they curtail their 
investment plans further leadmg to still greater depression Keynes 
was making a conservative suggestion that reduced rate of interest 
would help in the revival of investment activity but he was also 
AilV <f\raaervn f »thr*Sa,a‘ l A}!n^iir\NavtiRim f m«y T »r/i* .irwraase jmrpijv bv 
lowering interest rates MEC was equa'Iy important Government 
may try to convince the investors that greater investment would 
■mean greater profits for all but it may not succeed In snrh 
a case the Government is asked to start direct investment in pubho 
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■works programmes, which would be in the nature of increasing 
consumption demand leading to increased MEC Thus we may say 
in a mild tone that Keynesian suggestion on the consumption side 
were quito radical, while on the investment side ho tried to influence 
investment through changes in the rate of interest and consumption 
in the sense that the suggestion of public works programmes was 
also nothing but attacking the problem from the consumption side 

POINTS TO REMEMBER 

/ Consumption function U one of Ihe four u llimate determinants of 
Keynesian system In consumption lie must maintain the 
distinction between the consumption function as such and AIP C 

) 2 In the classical scheme , hoarding had no place and consumption 
was thus interest elastic In Keynes tf u not interest elastic 

y Keynes used consumption function to give us the concept of mullt 
pher which —fZfilpCT The value of multiplier ranges from 
one to oo . 

y Prof Harrod gave us the principle of acceleration Prof 
Samuelson and Hicks made use of the interaction between multi - 
pher and acceleration to give us explanations of trade cycle Prof 
Hicks specially made use of time lags and distinction between 
induced and autonomous investment to give a clearer explanation 

/, MPC falls as income rises — though average propensity to consume 
may remain the same over long period So Keynes makes radical 
suggestions for increasing consumption demand by means of 
unemployment benefits , doles, etc 

6 On the investment side , Keynes ziould prefer that interest manipu- 
lation should suffice to create sufficient new investment But if it 
does not he uould niggest public works programmes to induce 
greater consumption demand and hence investment 
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Mj. 9 Trace the effect of investment on employment and output. 

* (Delhi I960) 

What are the causes of the changes in the volume oF invedment 1 
How do these changes affect employment and economic activity? 

(Rajasthan 1959) 

Explain how the rate of interest affects investment 

(WBCS 1958) 

Analyse the main factors that are likely to influence the Invest- 
ment demand schdulein an economy and give in this connection 
your views about the Interest elasticity of investment. (Delhi 1958) 
Examine the Keynesian theory of investment with particular 
reference to the influence of the rat* of interest (Gujarat 1958) 

Examine the grounds for, and the implications of, the Tstate- 
ment that "the marginal cfliuency of inve tment is not independent of 
the level of income as of changes in income ” (Calcutta 1957) 

What are the arguments that can be advanced for and against 
the following propositions 

(a) Investment is a function of the level of output rather than of 
the rate of growth of output , 

(i>) Investment plans arc affected by supply of finance and 
refraining from consumption provides the finance ? (Delhi 1957) 
“The marginal efficiency of capital in conjunction with the rate 
of interest determines the amount of new investment ” Discuss 

(Mysore 1956) 

Ans What determines the voiumo of investment per unit of 
time in a given economy is a question of the greatest significance m 
View of the imjiortancc ot investment from the angle of stability anil 
progress The under developed economies in particular arc deeply 
concerned with the factors that determine the total volume of invest- 
ment because their very existence depends on the execution of 
effective measures to promote the total investment in their areas The 
advanced economies, perhaps look upon investment not only as a 
means of promoting economic development but also as a means of 
stabilising or destabilising tho sum total of economic activity (The 
Keynesian analysis of tho role of investment in the context of the 
advanced economics of the world is more concerned with tho problem ^ 
of stabilising the economies at a high level of production and consump- 
tion rather than with the question of raising the backward economies 
from the grass roots through the process of unfailing regularity of 
investment) All the same,, the Keynesian analysis throws a good deal 
of light on tho general theoretical aspects which explain the process 
of investment. 

Investment plays a vital role in the Keynesian theory of 
income and employment Investment expenditure is not only n major 
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constituent of income [Y] but also <s the quantity through which 
expectat ions of the entrepreneurs are expressed in real terms Totar 
mcorno Y =*C ^Consumption] +T [Investment] and changes in either C 
or I bring correspon ling changes in Y It was but natural that 
Keynes should have given so much prominence to investment because 
with a change in investment multiplier action comes into being leading 
to a multifold change m income over n cortain period of time 
However in order to understand fully tho role of inv esraent and to 
fin 1 out its full efKct on income and employment of tht economy 
it is necessary to analjse the causes which determine this investment 

By investment Keynes would mean new investment, when 
prices of shares etc are rising so that bj changing h mds in the 
market original investment now slums a higher monetary value 
investment should not lo taken to have risen correspondingly Invest- 
ment is to be considered only in terms of additional investment either 
in tho older businesses or new venturer According lo the classical 
economists investment w is determined bv mirgmal productivity of 
capital and rate of interest Marginal productivity of capital was the 
actual marginal yield of investment But Keanes w ns of the view ' 
that actual yielcLof-iuvestiuent takes place onlj when investment has 
been made and it has started 3 iclding fruit The uivestmcnt decision r 
is thus based not on actual jieldof investment but on the expected 
yield and the marl et rate of interest And therefore wo should think 
of expected 3 leld as a determinant of investment and not the actual, 
productive of capital 

Keynes was right from the beginning of the view that 
expectations play a major rolo m the economic decisions of all kinds 
and more especiallj in the case of investment decisions Based upon 
expectations I10 modified tho classical contention that marginal 
productivitj of capital determines investment demand In place of 
marginal productivity marginal efficiency of capital [MIC] was 
substituted The idea had been suggested b} Wickscll in teims of 
Ins natural rite of interest as contrasted with market rate of interest 
and Irving Fi«her had also anticipated Kejnes to a large extent 
But Ivc3ncs stated the whole propositio j in a clear cut manner The 
meaning of MEC in technical terms can be understood in tho 
following manner 

Let C r be the replacement cost of tho capital equipment in, 

- question and let R t l* s B 3 R n be the series of successive- 
returns per period [ say annual ] which aro expected to he jielded by 
this investment Then wo can find a rate of discount at which when, 
all tho future yields arc discount? 1 to their present w ortli the aggre- 
gate value of these discounted 5 ields will be equal to C r Let this rate 
of discount be r so that we can vmte 
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Then this r is called the marginal efficiency of capital which the 
investor expects to earn on investment. 

Keynes maintains that this MEC, r, is to be compared 
with the market rate of interest to find out whether a particular in- 
vestment is profitable or not. Let us suppose, for example, that the 
market rate of interest 13 i, then 

<TT^ + (W + (lfi>' + + (lfe r B ' ve “ tte ° f 

an investment in terms of the present worth Let this be V. Then 
in order that the investment should be profitable V should be greater 
than C, which means that »<r On the other hand if »>r, then V 
will be less than C r making investment unprofitable by turning invest- 
ment into a less valued asset 

But the above analysis is quite a simple thing and naturally 
not sufficiently nearer reality For example, we must remember that 
■different prospective yields R„ R„ R* are not determined by 
something independently of income levels or changes in it The 
peculiar thing about MEG is that when it rises, it increases jnvest- 
ment and hence income , but increasing income means bigger future 
yields ic bigger R’s and hence given C f MEC rises vbich in turn 
may lead to still higher incomes MEC, after all is based 
upon expected yields 1 1 on the values of R s and the values of R’s are 
naturally influenced by changing income Moreover, this income, 
to begin with, might have been changing either due to changes in 
consumption or investment To bring into account multiplier pro- 
cess generated by initial expenditures of consumption and 
investment, we must expect that once MEC starts rising, there 
should be nothing to stop it and once it starts falling there should bo 
nothing to save it But actually this is not the case With increasing 
income, marginal propensity to consume falls leading to a less than 
■proportionate rise in consumption and since consumption changes are 
a major influence upon the determination of MEC, falling marginal 
propensity to consume works towards a reduction in the MEC. 
Again, as full employment is reached income gets redistributed more 
and more in favour of non wage income with the result that demand 
for consumption goods fails to keep pace with the total increase in 
demand This again causes partial problems of effective demand and 
this works against MEC Thus we see that considering income or 
output we have to agree that MEC is directly influenced by income. 

Some people would go further than this. They would 
coritenct that fne above arguments 'Have 'been "baseh upon a given'w. 
Actually determmatiou of C, is as much subject to changes in income 
And output as MEC itself With changing income and output factor 
cost of production is quite likely to undergo a change, i e. to say there 
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may be diminishing returns or increasing returns, or there may be* 
technical innovations accumulations oi destruction of capital and so 
en Because of all these reasons C r or replacement cost of invest 
ment is bound to undergo a change However no set rules can be 
given as to whether C r will rise or fall with rising income Probably 
it will bo possible to state something more definite if we calculcate 
C r for each typo of capital equipment separately so that rising 
incomes may make some investments profitable and some less pro 
Stable or even unprofitable Moreover expected j lelds cannot be 
visualized for more than certain period and therefore if the investment 
project happens to be of very loog life investment mil be more 
influenced by y lelds m the foreseeable future only In other words, 
the MEC as understood by us will fail to be fullv effective 
Changing rates of income and output in the present and near future 
are more likely to influence investment decisions than expected returns ■, 
of a distant future For this reason some people conten i that in the 
developed economies since there is already a high level of income and 
demand therefore the possibility of yields m the distant future is not 
expected to be as uncertain and dim as m the case of underdeve 
loped countries where income and output are at a low level and 
where they may not increase 

Further it must be noted that interest elasticity of demand 
is also not a simple thing Though both classic'll economists and 
Keynes believe that investment is sufficiently interest elastic still it 
is quite doubtful if interest exerts more influence than the expected 
yields on investment Often expected yields are not Lrown or can- 
not be imagined beyond a certain date but if investment is to be 
made long term contracts may hare to be entered into or at least 
the entrepreneur ha3 tj provide for the possibility of renewing the 
loan of capital and paying a different rate of interest than lie is pay 
ing now Some economists like Hawtrey put forth ideas that business- 
men were so sensitive to changes in interest rate that even 
small changes in interest would well nigh generate trade / 
cycles but all this is a far fetched proposition We however must j 
recognize that interest elasticity of investment is there The only f* 
tiling is that we cannot depend upon it excessively Small changes in 
interest may not be able to influence investment decisions Further 
there are two limitations why interest elasticity of investment cannot 
be made use of for increasing investment in every emergency The 
first is what Keynes calls the expectations on the part of people that 
there are certain, normal. minimum, and. onrmaJ. maximum. ’nAsa'ifi 
interest Rate of interest is d“termined by the money supply and 
liquidity preference but the most important portion of liquidity 
preference [ni speculative demand for money] is determined by the 
expectations that rate of interest will undergo a change The result is 
that when rate of interest approaches its lower limit ’, people start 
expecting that it is going to rise and in anticipation of capital lo«sea 
on securities etc they suddenly 1 .create the demand for money and 



-46 MONET, MIFtQYKENT AKD FLUCTUATIONS 

\ry to sell out securities with the result that the prices of securities 
■fall and rate of interest rises Just tho opposite happens when 
speculators feel that the rate of interest is going to fall Therefore, if 
the rate of interest is already near one of its 4 limits" and the needs 
of the eeonomj dictate that it should be pushed further towards the 
same side the monetary authorities arc not likely to succeed because 
every effort of theirs is likely to be counteracted by change® m 
liquidity preference Another limitation of the rate of interest as a 
possible tool for influencing the investment is that when it has al 
ready been reduced to a sufficiently J w level the possibility of further 
reductions is automatically ruled out For instance, 2 0 o reduction 
from 4° 0 would reduce rate of interest to 2% , hut a 2% reduction 
from 2% would reduce it to zero or make money a free commodity 
For all these reasons investment though it is supposedly verv 
sensitive to changes in the rate of interest cannot be influenced in all 
cases by interest changes as there are limits to such changes 

Thus we see that investment plans arc directly affected by* 
the supply of finance which often manifests itself in the supply of 
money Greater supply of money not only makes it cheaper to invest 
by reducing the rate of interest but al»o makes it easier to finanoe 
investment by making money easily accessible Here u e find a radical 
difference between the position of the classical economists and the 
Keynesians According to the classical economists money is only a 
veil and nothing but an expression of real savings and real investment 
as far as the analysis of output and employment goes There a single 
factor viz rate of interest affects both the supply of savings and the 
ilemand for savings which to them was the same thing as investment 
(lemand But Keynes believes thaLsavings and investment decisions 
ate made quite independently of each other and by entirely different 
set ■of forces It is therefore not necessari that the plans of invest 
ment and savings should give us planned savings equal to planned 
investment Such a notion is the old one put forth by the classical 
economists only Actually since investment decisions are mode by 
interest and 51 EC and saving decisions arc made by 5IFC there is no 
reason why the two decisions should give the same quantities To find 
out as to how investment greater than s»\ mgs may be planned and 
executed we must remember that greater investment can always be 
financed by credit creation and as a result savings will also n°e so 
as to become equal to increased investment Therefore, it is correct 
to say that im cstment plans are affected bv the supply of finance 
^through changes in the rate of interest] but it is wrong to append the 
statement that finance is .provided only through-savings. There are so 
many sources through which finance for investment may come and 
savings are just one of them In quite some cases savings may be 
quite an unimportant source as compared with the total investment 
finance 

Changed investment exerts a major influence on the determina- 
tion of changes in income Usually, when we Btart from a given 
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position where the economy is in equilibrium position, not consump- 
tion but investment will undergo a change to bring about a change 
in income. Prof. Rarrod, however, attributes the role of dynamic} 
element to savings He says that 10 % income saved every year* 
together with an investment of 10% of national income per year 
will not keep the economy stable, for 10% saved income will increase 
the total stock of economy and thu9 impart it a growth stimulus But 
this consideration comes when we think of long term development 
of an economy. During the short pt nod changes in investment are 
far more important than changes in savings, mainly because changes f 
m savings come as a result of changes in investment Savings are a { 
residual, save Keynes When investment and savings are not equal, 
notjmvcstment but income changes to such an extent that as a result 
savings change to become equal to investment. 

Granting,! then, that investment is the leading force in the 
group of C and I we find that changes m investment directly lead to 
changes in Y. Changed investment however wdlTiot increase Y only 
by an amount equal to investment, but through multiplier effect a 
multifold change in income will take place Prof Hicks, m his A . 
Contribution to the Theory of Trade Cycle makes use of the changes! 
in investment at various rates and directions together with the assmnp.) 
tion of time lags to give us a number of possible patterns which) 
changes in income and employment will take according as investment 
pattern assumes a certain shape For instance, Hicks shows how, 
if we increase investment once and maintain it there year to year, the 
economy will not attain a new equilibrium positions in one jump 
only, rather its income will show an increase at a falling rate till it 
reaches its new stationary equilibrium in conformity with higher 
investment and consumption and hence higher income On the other 
hand if we go on increasing investment regularly by a given amount, 
our economy will gradually settle down to a steady rate of growth 
Similarly cyclical patterns Tile can be traced by simply changing the 
investment rates and directions 

Changes «i investment da not end with changes ui income, 
but will reflect back upon investment through changes in consump- 
tion demand After all investment is based upon MEC and when 
income and consumption rise a number of times by multiplier action, 
investment is further induced Prof Hick# makes use of this dis- 
_ Unction between “induced” investment and “autonomous” invest- 
ment to show the vital role which each of these types of investment 
plays in tho determination of income level For example, when 
induced investment falls due to reduction in demand, it is autonomous 
investment which again sets the gear of the economy m the upward 
direction Moreover, in conclusion we must note that changes m in- 
vestment need not always lead to increased Y unless investment is 
being made when the economy is at less than full employment 
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position When once full employment is reached money investment 
will not he corresponded by real investment with the result that real 
income and output and employment will not rise as a result of this 
investment and the multiplier action will only lead to increased 
prices Thus as Keynes himself points out increased investment 
increases income employment and output before the economy reaches 
full employment but beyond that the change is manifested only m 
increased prices 

POINTS TO REMEMBER 

/ By investment here is meant new investment and it is deter 
mined by MEC and rate of interest MEC is based upon 
expectations and is quite Afferent from marginal productivity 
of capital 

2 But though for investment t and r are to be compared we 

must note that R, R, R„ are also not given quantities 
These depend upon income tmployment, consumption invest 
ment ard so many other factors Similarly C, is also not 
independent of the level of income or changes in it 

3 Interest elasticity of investment has its own limitations m the 
form of stickiness of interest rates and the reduced pos>ibtl ty 
of further reduction in interest rates b yond a limit Liquidity 
preference may change with changing interest rates 

4 Though cheaper finance helps investmmt investment is not 
limited b it as finance can be provided by credit creatton 
Further savings are just one source from which finance for 
investment may be coming 

5 Investment savings and income have a complicated inter con- 
nect on and they act and re ict upon one another Till full 
employment investment increases income end employment but 
beyond that only prici s rise 
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Q 10, “One who tries to save destroys real capital ” 
Examine the validity of the statement. (KarnataL I960) 

"Saving is a private virtue but a public vice ” discuss 

(Karnatak 1959) 

Ans. Prior to the advent of the Keynesian school of thought, 
it was presumed m accoidanco with the assumptions of ''tnicro- 
economic analysis that saving is an unquestionable \irtue Hard 
work, maximum of earnings, thrift and minimum of cxpcndituic on 
consumption were extolled by the puritans to he the highest of 
virtues Max Weber gives a vivid dcscnpt.cn of the concept of 
economic morality practised by the puritans after the Reformation 
Heslcrn Europe (Max W eber, Protestant Pthic end the Rue of 
Capitalism) Everyone was advised to be as industrious ns possible 
in his own calling and accumulate a fortune by maximising 
earnings and mimmisuig expenditure The belief m the virtue of 
savings remained totally unquestioned till tht appearance ol the 
Central Theory of Keynes m the year 1 930, which dcpirtcd sharply 
from the traditional mode of analysis Key lies arm ed at a conclu- 
sion ixactly* contiary to the one that was universally accepted at ins 
times because of the generality ot his theory which was founded on 
macro-economic analysis The conclusions deduced hem micro 
economic analysis lead us many a time to utter absurdity from the 
angle of the society as a whole. The controversy regarding saving is 
an illustration m point. 

_ Saving ns o private virtue does not need much/ if on evplana. 
tion~ Every individual does possess some instinctive fear of lpcccunty 
for the morrow and hence, would like to assure himself in advance 
that sufficient cate is exercised to make the future as secure as 
possible. The man that indulges in reckless expenditure is likely 
to land himself into trouble when his resources pet exhausted. 
Everyone is, therefore, well advised to save for the rainy day. 
Apart from a positive care for the future, saving naturally* emerges 
as a virtue w hen one condemns all expenditure hey ond the barest 
minimum on grounds of puntani^m If earning he a great virtue 
and spending a vice, saving automatically emerges as a virtue This 
was the religious injunction that was pointed out by Max W’eber and 
he argues, it was this attitude that was responsible for the accumu- 
lation of investible funds for investment to make possible the n>=e of 
capitalism Saving was therefore, held to he an implicit v irtue All 
- this analysis was obviously* made purely from tl e angle of the | 

individual and the implications of raving from the social angle were* 

utterly neglected 

The Keynesian departure from the accepted mode of reasoning 
etarts from the proposition that one man’s expenditure is anotberi 
‘ man’s income. What is expenditure from one angle becomes income 
from another. The people who spend and the people who receive 
etand at two opposite ends— the spender’s expenditure becoming the 
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receiver’s income It is the appreciation of thi3 vital relationship 
between expenditure and income in the. rrmtr»Tt nf n e nmity mth a 
network of exchange relations that brings to light the full implica- 
tions of the act of spending and not spending Saving as defined 
by Keynes is the excess of income over expenditure for consumption 
purposes In other words, savmg is the residue that remains after 
meeting one’s consumption requirements out of a given income Given 
the size of the indiv ldinl s in com* more of savings could he realised 
only by curtailing consumption The precise point at issue is 
whether.. cim. ailmen t of. consumption could he regarded a virtue The 
pre Keynesian line of reasoning regards a cut m consumption to the 
barest minimum as so ethmg highly desirable partly on religious 
and partly on p«eudo economic grounds Me have to examine this 

Keynes with a view to assess the implications of a general curtail 
xnent of consumption pursued by the members of the community m 
view of the virtuosity of savmg as against expenditure 

A general curtailment of consumption by the community as a 
whole Mould obviously imply a cut in the demand for consumer s 
poods A restraint of consumption must therefore create a deficiency 
of demand for consumer s goods { reducing adverse effects on the 
prices of the consumer s goods and the income of their producers A 
depression of demand for consumer s goods v\ ouid mean not only 
less of income for the -producers of these goods but nl«o Ie«s of 
J demand for the producers goods that are requir ed to produce be 
• consumer s goods The demand for producer’s goods is a dcnvtcd 
demand m the sense that these goods are not required directly for 
their own sake but are demanded becau c ' of the demand for consu 
mer s goods for the production of which they arc required A defi 
ciency of demand for tl e producer e goods vv ould depress the incomes 
of the producers of these commodities and hence the consumption 
demand of tho'e employed in the producer s goods industries would 
also register a fill * Thus a .general reduction in consumption because 
of the belief in the virtue of saving would bring about a geur^l 
deficiency of demand, leading to a considerable, falljn production, 
shrinka g e o f the jaational _income and a low level of equilibrium 
because of the folly of «avmg Saving which is~a private virtue (if 
overdone it cea®es to he a virtue even from the purely pm ate 
interests) becomes a public vice because of the influence of saving m 
reducing the national income when savings are kept idle Income, 
savings and consumption are closely inter connected and whether.- 
saving is a virtue or a vice has to bo determined on the basis of the 
J effect of saving on mcome Sav ings that are hoarded certainly 
reduce the size of the national mcome and bence hoardings are 
certainly a vice under normal times (Hoardings during war tunes 
serve a useful purpose in the sense that to the extent of the value 
-of the hoardings inflationary pressures are held under check In 
fact the actual influence of hoardings is likely to exceed their statia 
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tical value in view of the multiplier effects of spending which other- 1 
wi«e would have been produced} What is a vice actually is not the 
act of saving but the act of hoarding iSav zog nliicFTs supposed to 
be a private a irtue could also serve a good public purpose if only 
savings be embodied in investment — in the creation of real capital 
assets It is the idle savings that stand to blame and not the sav mgs j 
that are productively used for the creation of investment goods One* 
who tries to save destro vs real capital only if on" is unwise enough 
to hoard one’s savings and not make them available for investment 
In fact no economic progress could ever be made without saving and 
investment being undertaken on a large scale Savings that are 
matched by the creation of real capital assets lie at the root of 
economic development especially so in the ear!} stages of economic 
growth A diversion of resources from consumption to investment 
is the very basis of progress and the stand taken by Marshall in this 
connection applies especially to the under developed economies which 
stand badly in need of the creation of capital assets The Keynesian 
analysis is obviously made fr m the angle of economies which 
alreadj pos»esf almost a surfeit of capital equipment and which 
therefore arc mainly bothered about the constant utilisation of 
capital which dope ds on the perennially of demand The virtuosity 
or otherwise of savings cannot be decided unless one considers the 
relationship between consumption savings investment and the 
national income Whether it is a virtue or a vice depends entirely on 
the influence of sa\ u g on the national income which in turn depends 
on the relationship between savings and investment Unless we 
know what happens to investment wo cannot pronounce a judgment^ 
011 savings 

POINTS TO REMEMBER 

1 Saving u as supposed to be an unquestionable virtue on the basis of 

strong micro economic analysis 

2 Max Weber extolled the role of savings as the chie f prune m otive 
for the mi lahon of the process of capitalist development 

j The Keynesian Revolution departs sharply from the traditional 
viettpo nt One man s expenditure ts another man s income 

4 Tke relationship between savings, spending for consumption and 
investment uas closely examined by Keynes 

j The general effect of a curtailment of consumption would be the 
creation of a general deficiency of demand 

■J* . I'.l A'Z’/'-Ml « JJui t -l n Jktame jwJ iS Qt JKos* Jllllsscd j{o T 

purposes of investment 
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Q 11 State Keynes views on the equality of savings and 
investment anil show whether they would necessarily be equal under 
macro dynamic conditions (Allahabad 1960) 

‘Savings and investment are equated by variations in the level 
of income * 

‘Savings and investment are equated by variations in the rate of 
interest Di cu s (Gauhati 19a9) 

In what sense must savings and investment be always equal 7 
Has such equality any relevance in the determination of monetary 
policy 7 

Savings and investment are always cqnal ‘Savings and invest 
rnent are equal only in equilibrium Do you think there is a possibility 
of reconciling these two statements 7 (Punjab 19r»8) 

In the ligtt of the Keynesian definitions, consider how far the 
equality between «avmgs and investment in equilibrium is meaningless 

(Allahabad 19'8) 

Show how, according to Keynes, an economy can attain stable 
equality between sanogs and investment in equilibrium 

“The so called equality 'between savings and investment is 
meaningless Discuss (Delhi 19*6) 

Ans The Keynesian analysis of the relationship between 
savings and investment is an important land mark in the course of 
I evolution < f his general theory about employment interest and money 
and especially in the proce c s_of effl orescence of Ins thought about the 
causes that determine th" "total volume of investment and output 
Partial micro reasoning done about the causes and coaequences of 
saving and investment in the pre-Keynesian era could not obviously 
strike the heart of the problem due to a confuted state of analysis 
wh ch could not j roperly ass gn a central role to the influence of sav- 
ings and investment on tl e size of the national income The uniqueness 
of the general theory in connection with the analysis of the relation 
ship between savings and investment lies in bringing to light the precise 
influence on income produced by the process of savings and investment 
The integration of the various tl reads into a single well knit scheme 
.a the speciality of the Key nesian mode of thought 

The savings inv estment controversy has been very much alive 
in economic literature for quite a n imber of years especially because 
of the fact that Kevnes in 1 is Treatise 1 ad stated tl at savings and 
investment can be different while in General Theory le maintained 
tBat they must neces c arily be equal Actually if we come to analyse 
the problem we find that the real differences lie in the def mtions 
adopted and not m any defects of logic People w ho quarrel v ith the 
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definitions given b> others do eo mainlv on the basis of the usefulness 
of the definitions put forth 

Brieflv speaking we say that whether savings. [&}— investment 
(I] or not depend'- upon how wc define the two Tor instance if we 
saj that income [Y] is earned by consumption expenditure (i } anil 
investment expenditure [1] so that ^=0+1 and Y earned is either 
saved or consumed so tint Y =C-rS, then neec'sanlj S — I if the act 
of consumption in the first equation is the same as the act of con 
sumption in the second equation In other word-* wc 6av that on act 
of consumption by creating consumption expenditure is on tl *. ono 
hand generating income and on the other if wc say that by that very 
consumption act wo aro consuming away a part of tne income which 
is being created then C in both the equations Y= C+ 1 and Y- C+S 
must bo the same By the same logic whatever incomo is being genera 
ted through the process of I is not being consumed and hcncc is being 1 
saved and hence S*=I 

It is quite clear that the above equality betw cen S and I is being ) 
obtained by a peculiar logic nz that the act of generation and 
utilization of the i come is tho fame Natural!} such a definition 1 
leading to equality between S and I pertains to nji_( t />£>J deffni t ion . 
— S and I covering a certain period of timo howsoever small or long it/<* 
raaj be Further in this definition the moment an expenditure takes 
place it beiomes a part of incomo and is hence cither being consumed 
up or 'aved and naturally if tins expenditure is coming from 
consumption expenditure it is being consumed up, if not 
it is being saved Under such circumstances wc could not 
get anv thing other than equality between S ami I We can also say 
that whenever investment expenditure rises that very moment Y 
increases by nn equivalent amount and that increased Y has to be 
held and owned In someone or other. If the recipient of that Y 
spends it on further it must create an equivalent additional income 
and be hi Id by someone else Thus Hid vcr> fact that any expenditure 
made must be recen ed by somebodv necessitates that it become a 
part of \ and hence add up to either C or S A\ e must recall hero 
that this equaht} ol S and I is following because of peculiar definition 
of Y which is being adopted by Kcjnes in his General Theory 

In the Treatise however Ke}nes had adopted a different 
definition of Y and therefore, could maintain that S and I can be 
different There all receipts do not form part of Y At normal prof its 
or Josses sisr ncsthw to be? sddod to mmaee ■for an? they to be sob ' 
ttarted fronrit For this reason Kevnes could state that when I 
rises, the ontj result is, that total expenditure is more eo that profits 
[ Q ] n t S nco savings an coming out of normal income, tho result 
w that I>S by an amount eq ial to additional investment or profits 
Q Similar!} if investment falls abnormil losses take place and lead 
to a situation where &>I Ke} nes was excluding occurr iso of 
abao-mvl profits or losses from the income accounts to show the 
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effect of changing investment on prices His mam puipose was to 
find ont the way prices of consumption goods and capital goods get 
determined and fluctuate with changing investment leading to abnot 
mal profits or losses 

Thus for Keynes possibility of inequality of S and I in the 
Treatise was useful because it could help in the explanation of fluctua 
tions in prices In his General Theory on the other hand the defim 
toons adopted were of greater significance because there his purpose 
was not to discuss changes m prices but rather to eliminate them for 
finding out changes in real income and output The question 
arises whether Keynes succeeded in his mission We find that equa 
hty of S and I m fact gives us no help m the causal analysis of flue 
tuatlons in income What definitions of General Theory do is to 
eliminate the possibility of artificial changes in the expression of 
income and employment caused by changes in monetary values 
[ In the Treatise hi3 purpose was to analyse these monetary causes 
which bring monetary changes in terms of prices profits etc and so 
wo find the possibility of inequality between S and 1 1 The real 
causes of fluctuations m income and employment are found in the 
four ulumate dotermin mts of the economic system Rate of interest 
gets determined by money supply i ul liquidity preference invest- 
ment by rate of interest and marginal efficiency of capital and 
consumption by consumption function Savu gs and investment 
in General Theory are not the determinants but the determinates of the 
system And to facilitate the anal^'is of income and employment 
changes they have been assumed equal Kej nes says that in the 
savings are a residual following Y and consumption in the 8} stem 
Changes in f lead to changes in Y in such a way that savings become 
equal to invesmeut 

Prof Robertson had advanced quite a different set of definitions 
of S and I by which their inequality »»* not supposed to be used to 
give us changes in prices and emergence of abnormal profits or lo-sefl 
only but rather changes in the income as such Prof Robertson says 
that instead of assuming that an act of consumption for example is to 
be viewed both as generating Vand spending on consumption out Of 
that generated income wo should make the realistic assumption that 
lit takes time to spend a part of the income which is being earned 
Accordingly he says that we can divide time into small periods m 
such a way that income earned in one period cannot be spent 
in that period but becomes available for disposal only in the next 
period The calender length of this period is of little igmficanee and 
may vary from economy to economy But given the length if this 
period which may be called a day, Robertson says that income earned 
in day 1 is the result of the expenditure on C and I in day 1 but S 
and consumption expenditure during dry 1 was coming out of the 
income earned during day 0 Thus while in day 1 disposable income 
[earned in day 0] was divided into C and S income earned during 
day 1 [which is to become disposable income of day 2] is equal to 
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C+I Thus ol viously disposable income of day 1 will l e < dispos 
able income of day 2 according os in day 1 I<S Prof 1 obertsoi 
maint tins that this distinction between earned and disposable mcom< 
enables us to trace changes in meomeTroia period to period He al « 
maintains that this distinction not only helps us in tr icing out 
changes in income but also enables us to find out broadly whether 
any forced savings or dissavings aro taking place For instance with 
rising I, and given S the result may be just rising prices and rising 
money income only if the process is not accompanied b\' increase in 
real output 

On the face of it Prof Robertson s approach looks more impres- 
sive as it purports to give us an explanation of both fluctuations in 
income qj well as prices Further by varying the time inters al between 
different dajs’ or by varying the lengths of the ‘ days for different- 
sectors of the economy it may he possible to weav e out intricate 
patterns wluch the fluctuations m incomes and prices of an economy 
will take place But in reality Robertsonian analysis does not help 
much just as Keynesian analyses docs not In Itobert-on vro don t. 
find any reasons why I should bo greatir than S or nee versa we 
don t know wl> it should cause such a clnngc and in what direction ( 
this change should bo expected to take pi vee next period If it is 
maintained that changes in I and S in the coming periods will dej end 
upon prices and incomes then we have to find out tl e causal lclations 
between incomes and consumption and prices and investment 
deci ions In other words we arc required to go into causes which 
determine investment and consumption decisions and that is what 
Keynes is doing m his General Theory And Keynes certainly does 
it more systematical^ anil more successfully It is tl erefore not to 
say that Keynes’s equality between S nnd 1 is meaningless It ha 1 - its 
own place and 13 not to 1 o dislodgedj/y any substitute 

Hnwcv er a thumping distinction between the ex ante and 
ex post concepts of S and I has come from the Swcdi h 
economists and is very helpful if mcoiporated m the 

Keynesian system not only in undirslondmg what exactly 
Key nesian equality of S and I mean h it ilso in finding out the real 
limitations of such an assumption of equality According to tins 
distinction between ex ante and ex post b and I wc should distinguish 
between wlnt we plan to save and invest and what we actuallv save 
and invest Our plans to save and invest are bv=ed upon our invest 
ment and saving® schedules showing various amounts of savings and 
investment at different levels of incomes prn.es etc However in 
the ex post sense I and S must be equal for they c nnot bo otherwise 
How if planned savings ancl planned in\ estment are not equal tl en 
changes in income will take place ror example, when wi h given 
rate of interest income etc people want to invest more than they plan 
to save tho result will be that bigger investment as comp ired with 
savings will lead to increased income [ami naturally out of that in 
creased income increased savings will be made] On the other band if 



MOSEY, EMIXOYMENT ASH FLTJCTtJATIOS 8 


people want to invest lo^a than they want to save, srn iller investment 
will take place , but smaller investment will lead to reduced income 
and hence reduced sac mgs It was for this reason that Keynes could 
also state at one place that S is always equal to I and at another that 
when I rises, Y rises in such a way that S rises to become equal to 
I It is Jo bajQQlciLthat tiua_distinction between ex ante and ex post 
concepts of S and I opened up an entirely new vista ofonaly sis_ of 
fluctuations in income and employ ment In Hicks, for example wo 
4 fiiul tho incorporation of a variety of time la gs in conjunction with 
different patterns of investment leading to different patterns of fluc- 
tuations in income of the economy It is with the help of distinction 
between planned S and planned I and the acceptance of their 
inevitable post facto equality that helps us in an elaborate analysis of 
trade cycles Of course, just this distinction is not sufficient , problems 
of cajutal output ratio the effect of changing demand and consump- 
tion on investment decisions, the distinction belw een induced and 
autonomous investment, the distinction between investment in 
working and fixed capital and a host of other things are needed for a 
complete analysis of tTade cycles , but this does not in any way 
minimize the importance of this distinction Thus we can say that 
'Keynes’s equality between S and I, provided w e keep in mind the 
distinction between ex -ante and ex post concepts of these, is not at 
all a meaningless thing, but a necessary and useful thing in the 
explanation of fluctuations in income and employment of a free 
enterprise economy. 

In conclusion we can say that this equality between S and I 
does not mean that the economy is stable In [Robertsonian system 
the economy will be stable if 6 and I are equal but not nerceanly in 
Ktyncsi in general theory system, since m Keynes’s Ceneral Theory] 
equality betirein S and I follows from the definitions adopted by him.J 
In Keynesian General Theory, it is not the equality between S find I which 
is needed to stabilize the economy but (be controlling of conscinip-| 
tion and investment decisions In the Treatise, however, definitions' 
of S and I were designed to help in the analysis of prices Therefore 
it follows as far as price stability goes equality of the S and I of the 
Treatise is of spccul significance for the monetary policy, because by f 
keeping S=I it will be possible to avoid price fluctuations But when 
we come to the maintenance of income stability in the economy, we 
find that equality between S and I [ of the General Theory 1 does not' 
suggest any action for the monetary authorities Bather we have to 
search for the determinants of investment and consumption to 
find out thq role of rate of interest etc. in order to make the analysis 
helpful for the monetary authorities According to the General 
Theory, the mn'iriujxy .aurhoattns should try to regulate the rate of 
inti_ -est in such a wav that investment is regulated through it and at 
th<» sams time the monetary authorities should tty to provide extra 
purchas ng power through deficit financing etc in order to slimui it® 
demand and consumption m the economy. 
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POINTS TO REMEMBER 

/ Whether S— I or not deperds upon what u,e mean by the two 
cat gones We sk uld therefore trv to look at the useful 
ness of the definitions of S and I rather t] an their equality 

2 In Keynes General Theory ’ 6y definition S=I because 
Y**C+I andY=C+S C entering into both equations in a 
common way and by a single act on the part of he consumers 

3 In the Tr atise houeter abnormal profits and losses are 
excluded from income out of uhich S is to come and hence 
there I and S can be unequal leading t > profits (or fosses) 
and changes tn prices 

4 In tne Genera Theory Keynes wanted to analyse changes tn 
income and we are to see haw far the definition of S and I 
helped him 

5 Prof Robertson introduced the dfference between earned 
income and disposable income leading to possible inequality 
between S and I and changes tn disposable income from 
period to period But he faded to give as a complete causal 
analysis as to u>hy mtesfment should be different fr m S 

6 Keynes just astum s S*=/ and tries to locate the causes of 
fluctuations in ineome tn the psrchological fund ons a I the 
quantity of mo ey And if ice introduce ihe ex ante and cx- 
posl distincti n of S and J ue get an admirable result 
Inequality between ex ante S and 1 will change income but 
ex post S and I must be equal 

7 Far monetary polic\ from Treatise ite find that S should be 
kept equal tn I to keep the p ice leiels stable In the General 
Theory S=J has no mean ng for stability There investment 
and consumption decisions should be controlled Theorly 
mondary actnn suggest d is increasing purchasing power , 
money suppl uiid reduction of interest rate 
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q 12 Examine the -minus co "'' pt * ' ofthe 'multiplier 

Discn s the applicability of the Keynes (Gujarat 1959) 

to an under developed economy 

Discuss the theory of the l “ 

the leakages and the factors which (Punjab 1958) 

under developed countries 

AM The conception of the ld<|k ' iJ'to concept 

lint time into coonemio enelyeie by KotK between 

of employment tiroltipher bo „ rre .tmcnt end the 

primary employment created by • P™ ■ lt It measures 

tncrmtnt of aggregate employment "VJ ' t r „htch ,s associated 

the ratio of the increment of total e “P l0 3 the mv cs<ment 

with a given increment of primary c ™« lo ” cstment of Rs 7000 
industries For example let us suppo d " m j , 2000 of *hich 
is made on the construction of an jnjg 1 mn)( , r 9 5000 upon 

,s spent upon capital equ pment and m L ed _ t his repre 

laboui Let u< further suppose oO abourcrs V ^ loyjnen t cre a 

eents the primary employment ® ut thc jV B£ . < J0 o /o of the wage income 
tion docs not end will this Let a PP° conn imption goods This 
t e Rs 4500 is spent bv the labourers ipon c ^ nMimr t, 0 n good* 

s jsszst sysssrar *- L m **~ 

isW^ 4 . j p0( ] s to a primary 

Symbol tally if » E 1 '™ ! T ^nd K be the employ 

employment of A M total employ ment of A T 

ment multiplier then A 1 K A j)eB 

The concept of the J,“ n S 

from Kahn and has been tneorpMated . ,< j ment muti 

Keyne-ian molt., her .. different f "» £ “ . , moment molt, 

plter T1 e Key ties an cancel* “ SIw.en an mcrement of mvest- 
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ment multiplier then A Y K A 
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Wo know lint 1 if AY 1* the aggregate income AC consump- 
tion and investment then 

A* = ACH Al 

or AY „ A r + AJ 

"ay ay + a^ 

AC . AI 
or “av ay 


Al 

AY 


_AY 

Al 


U 

AC 

'AY 


AC 


where js the marginal propensity to consume mil 1 — ^y 

is the marginal proponsitv to savo Tho multiplier is thus the reci- 
procal of the mnrginal propensitv to rave 

In recent times another coiiecj t of multiplier has b(tn evolved 
namely, foreign trade multiplier II the marginal pro]>cti3ity to 
save is s and the marginal prcpensitv to import is m (i t increment of 
expenditure on imports to incica'c in mn me) then the fort tgn trade 


multiplier F= ^ 

of income is saved) and m 
spent on imports), 


For instance if s- $ lie J of tho increment 
l (i e 1/C of the increment of income is 


The multiplier docs not alunvs operate automatically and 
smoothly Neither does the income always incrcare by the full Value 
of the multiplier There arc certain offsetting factors which have to 
be taken into account m estimating tl c net increase in income as ft 
re B ult of an increment of investment First a net incrcaso in 
public investment mav he nullified 1 a the diminished j mate invest- f 
ment Tor instance the method of financing tho public investment 
may rai*e tho ratei of interest and thus retard jrivatc investment 
Secondly an increase m public investment may raise tho prices of 
capital goods and thus affect private investment Besides theso thcro 
are ‘leakages” which may interfere with tho smooth operation of the 


KcyncJ, J M — General Theory P 115 
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mviltip'ieT process anil slow down the pace of the multiple r The 
following are the possible leakages in the multiplier 

1 The pai t of income that is saved in the form of idle bank 
deposits 

2 The part of the increment of income that is used to piy off 

debts 

1 The part that is invested in securities purchased from others 
who fail to spend the proceeds 

4 The part that is spent on imports which does not help 
home employment 

5 The part that is devoted to the purchase of output supplied 
from excess stocks which may not be replaced This is the "negative 
investment" or disinvestment 

The Keynesian investment multiplier as discussed above is a 
purely static concept The most serious weakness of this concept is 
that it-abstracts from the "time element" and presumes all changes 
to happen simultaneously and instantaneously But in the real world, 
the adjustments in income and employment do not take place instan- 
taneously but only after an interval of time the length of which 
depends upon various institutional, technical and structural rigidities 
and bottlenecks 

Recently the concept of the multiplier has been given a dynamic 
form by Prof J R Hicks' by introducing * time-lags” in the con- 
cept In this dynamic theory of the multiplier, saving is not consi- 
dered as a function of the cm rent income but that of the income of 
the preceding period In other words saving is the difference between 
the income of the preceding period and consumption of the cur-ent 
period Among the various lags which interfere with the working of 
the multiplier mechanism the two types of lags are of utmost signifi- 
cance First, the lag between the increase in consumption and increase 
in -production The length of this type of lag depends upon such 
technical factors as the availability of raw materials, working capital, 
transport and communication*, capital equipment and also upon the 
psychology of the business community and its response to increase 
in sales Secondly the lag between the receipt and disbursal of income 
1 he length of this type of lag depends among other things upon the 
spending habits and the attitudes of the recipients of new incomes 
towards saving 

How far is the Keynesian multiplier theory applicable to the 
under developed country ? 

The Keynesian multiplier theory is based on certain implicit 
assumptions In the first place, Keynes assumes the existence ot 
involuntary unemployment As Keynes has defined the term “Men 

1 Hicks J, R — A Contribution to the Theory of Trade Cycle, Cb. 2. 
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, A,r ,n the event of a small n«o in the 
are involuntarily unemploj ed if m " „ both the aggregate 

price of wage goods mUt.idj b. Urn mo ^ ^ „ lgc , , e 

soppborhWi'illingto'ioiki „ oold bc greater then tie 

ar.frrcgT.te demand lor it at tnat ^ 0 words the presence of 

existing volume of , tbvt being under tho money I 

involuntarv unemployment ^ »>™ a j „„ pt „ lower rial liege 
illusion ' the labourers are pr p V This crueiol nssump 

although they may resist a c “‘ ,J r d< J, n(1 t hold good in the 

tmn underlying the Kcynesj* of unimploy ment m the under- 

under del eloped economy The a ^ from the imoluntary tin 

developed country » “"^dianwlmdostml country Tho type of 
employment peculiar Wthe «di one. d „ elo p c d country .. known 

unemployment charaetensti o „ ol nnl.e room for any sub 

isirs s 

Another erne, a. SS“£S „ 

1S the existence of f ex f ^ a montaV factor? holdmg up the pace of ^ 
Vtell known one of «“«!•» ^ dc ^ lo . H(t (OUI trj is the scarcity 

economu. dcxelopmcnt n) In lht vbsUlcr 0 ttxcc*» capiuty 

of capital and cipital q P c ^ m mvC stmint mtrtl\ leads to 

rfSnTf mremL and prices mthout menus, „g output or real 
income m tho corresponding degree 

„„ _____ c i QOC u the nature and causes of the 
***, 2 iT'Zl bottleneck* i. Inch are likely to interfere with 
various time lags an deicloped cr 0 nom\ An increment 

the multiplier process in i instance to nn mere »sc in output and 

of investment f^o^mg to . 1,0 mult, pit, r . hoory 

employment the ne oongumntlon goods industry In a typical 
ought to ™ me f '™ the chief consumption industry to which the 
i£dd presumably bo d, reeled ,s ogr, cultural 
additional demand oie r the world ,s an industry where 

foodgrains But »a 1 '* (mv() „ ,„elast,c ovi r the short period This 

for technical masons a ppy cuH „„l underdeveloped country 

?,Tan °ob“raed omenon that the supply euno of foodgrains in 
It « a " J trv is not only inehslic but over a certain 

H ‘ e “b™b it tcids to be backed duping 1 This is explained by the 
K tbi X the income of tho agriculturists rises, their propensity to 
fact that as tne A> foodgrains constitute the mam item of 

consume ,n , „ ,„„, 0 „f their output than before 

5”' r^tob "eduSu m theaiarWcd laipM, of foodgrams This 

means m tarn that the non agricultural sector now has to pay still 

* 1. Keynes J M Op Cit p 15 _ . 

2 United Nations, Measures for Economic Development of the Under 
developed Countries p 42 
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higher prices for its foodgrams and raw materials, the industrial wages 
and with them prices begin to rise resulting in a vicious spiral of in* 
flation 

Apart from these reasons, the agricultural producer is rather 
Teluctant to act in the wa^ postulated for entrepreneurs by Keynes 
in response to increased demand In the under-developed agricultural 
sector of the under developed country production is more for elf* 
consumption than for nwket and a substantial part of the business 
•does not come under money transactions at all A given increase 
in demand consequent upon an increment of investment does not 
result in output of the corresponding order 

One mtv expect that the position would he different in the 
industrial sector But even here the time lags and bottlenecks of 
similar nature prevent output and emplojment from increasing to any 
substantial extent The basic reasons litre are the absence of excess 
capacity in the capital equipment non availability of working capital, 
scarcity of skilled labour and technical personnel and various other 
bottlenecks and rigidities characteristic of a shortage dominated 
economy 

The net result of the various time lags and structural rigidities 
and bottlenecks is that the invcstmei t multiplier is much higher in 
terms of money income than real income and to that extent inflation 
ary pressure is generated 

POINTS TO REMEMBER 

1 We may distinguish three different concepts of “ multiplier ” 
namely (a) employment multiplier {b investment multiplier and 
(c) fonegn trade multiplier 

2 The Keynesian investment multiplier is a purely static concept as it 
abstracts from the time element and assumes all adjustments to 
take place instantaneously and simultaneously Prof Hicks, 
however, has dynamized the concept by introducing the idea of 
‘time lag 

i The Keynesian multiplier theory ts of limited apph ability to the 
overpopulated underdeveloped country At first glance it seems 
that since the marginal propensity to consume is much higher m the 
backward country than in the advanced industrial country , the 
multiplier uould operate more vigorously in the former This, 
kouever, is true only in regard to money income and not real 
income 

assumptions underlying the Keynesian multiplier theory like the 
existence ofwpoluntary unemployment (t e the scope for a cut to. real wages), 
the preserve of trees s capacity in the capital equipment availability of skilled 
labour and technical personnel and transport which ensure an elastic supply of 
output do not hold good m the underdeveloped country 
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SELECT READINGS 

1 Keynes J M General Theory Ch X 

2 kunhara KK Introduction to keynesian Dynamics, Ch VI 

3 Singh V B (ed) Symposium on Key tesian Cconomi s (article) on 

keyne<«n economics by Dr VKRV Raoa Dr 

A K Das Gupta) 

Q 13 Examine the role of expectations in determinin'; output 
and employment (Bombay 1958) 

Examine the appropriateness ot the Keynesian analysis of the 
role of expectations as a determinant of investment (Calcutta 1956) 

Ans The stability and progress of any society is largely 
conditioned by the volume of in\ >.tmeiit The iaiger tho proportion 
of the nation vl income that is wul and invested the greater would 
bo the rate af production of income yielding assets and tli rctore 
the rounds of income to flow in tho subsequent peru ds ot time could 
be expected to grow larger on the assumption ot a full uso of tho 
assets produced lhc production cal k it y during a giv en period of 
time depends to a great extent on the mv. fment mu! rt ihui during 
tho previous periods m order to crintodurvble ns*> ts of pioduction 
and on the same hue of revsonnig the production capacity of the 
futuro would depend on tho volume of investment nude rt iken m tho 
present IVe cm easily conceive of a regular direct variation ’ 
relationship between tho flow of investment and the flow of tho 
national income presuming that the complementary conditions such 
as the supply of raw-materials the contmuince of demand labour 
management relations etc woik in the norm d way It would not bo 
any exaggeration to contend tint the fate ot a given economy 
depends in the long run on the regularity of the flow of investment 
It is therefore of the highest importance to know what jrcciscly arc 
the fxetors that determino investment in a given community and 
examine in this connection the key nesian analv sis regarding the rolo 
of expectations 

Wo hail better start off with the presumption that we are to 
examino the appropriateness of the Keynesian analysis only in tho 
light of the conditions of a capitalist economy which implies among 
other things (a) freedom of choice regarding occupation consumption 
saving and investment, (b) the right to the accumulation of pnrate 
property and (c) the right to the pursuit of self-interest within tho 
legal fr ime work of society Investment in such a society obviously 
y takes place only on the basis of a pursuit of profits The principal 
factor which exercises a decisive role in the determination of the 
volume of investment is the expectations of financiers nnd entrepre- 
neurs regarding the likelihood of making a fottune in tho future on 
the has e of tho inv cstment to be undertaken in tho present 

The structure of the capitalistic modo of production is Mich 
that investment has to he undertaken in anticipation of a futuro 
demand Every financier and entrepreneur contemplating a plan of 
investment must be agitated in his mind about tho possibility of 
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making a profit It must be noted in this connection that the two 
functions of financing and enterprise are largely separated m modern 
times and hence the volume of imestment undertaken during a 
given period of time does not depend on either of them alone A 
major role of course isplajed by enterprise in the determination 
of the volume of investment It is pertinent, therefore, to examine 
j the motivation of entrepreneurs in undertaking im estment 

It has been made nmplv clear by Kejnes that it is not merely 
the mathematical impulse to calculate jrofit possibilities which 
could account adequately for enterprise Tlere is alwajs to be 
found a spontaneous urge for activity based on a sanguine tempera 
ment which underlies visions of building up a bright future on the 
basis of one’s own enterprist In the absence of a natural buojancy 
of optimism there would by very little of human activity indeed in' 
the direction of investment for a future demand This is of parti 
cular importance in View of the near impossibility of making reliable 
forcasts as to how markets would turn in the future Expectations 
are usually based on irntional beliefs constructed on the basis of a 
projection of the present trends into the future (In fact, the 
predominance of the prevailing trends m the calculations about the 
future is so disproportionately heavy that favourable conditions of 
the present lead to sanguine expectations about the future and 
unfavourable conditions to pessimistic expectations This is how 
a boom leads to a further boom more intense than before and a 
depression to a further depression Numerous individuals under 
taking investment in several directions 1 aa e to rely perfor e on 
their own expectations regarding the future built up mostly on 
wishful thinking The course of investment is determined by the 
conrso of fluctuations in the ^expectations of the entrepreneurs which 
is guided largely by the state of psychology that moves tins class 
of people either to intense activity or to lethargic slackness The 
future is extremely uncertain indeed and he would be a bold man 
who could maV e a reliable prediction as to how the situation would 
change even during the short period 

A decisive factor m the present which exercises an enormous 
influence on investment is the state of fluctuations on the stock 
exchanges The stock exchanges perform the function of a constant 
revaluation of the existing investment and guide the investors to 
invest their savings in one form or the other Investment in 
securities that already exist does not add a jot to the total volume 
of investment What it does is a mere transfer of ownership from 
one set of people to another The funds employed on the stock 
exchanges for purposes of reaping huge speculative gains are 60 
festv tftistf fite gevnsvwv? .vatsvsw? atowAiwot# an res) *&tivpgx (teas 
likely to be greatlj hampered In fact Keynes contends that real 
enterprise based on long term expectations is greatlj hampered be 
cause of the high order of preference received by speculate e ventures, 
at the hands of the business community The expectations on the 
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stock exchanges are so mercurial that it is exceeding!} difficult to 
pronounce onv judgment as To how the thin D « would change Kejnes 
regards speculation on the stock exchanges to ho highly detrimental 
to real investment and progress ami opines that the British Govt 
in contrast with the Govt of the USA has dono well in imposing 
heavy taxes on speculative activities The stock exchanges would 
for all practical purposes ho u'elc^s hut for the fact that they provide 
a comfortable sen«c of liquidity to the individual investor which in 
turn provides a great stimulus for investment 

Expectations rcgnrdmg capital appreciation and depreciation 
play an important role in determining the volume of investment 
These expectations are greatly influenced bj the fluctuations on the 
stock exchanges There are certain things irhielt one could 
reasonably expect to come about in the normal course of time 
A certain rise in population for instance would he a \ aluablc certainty 
and hence the demand for at least the necessaries of life could he 
expected to increase Certain risks could ho parsed on to others 
on tho basis of a long term contract Investment in housing for 
example could be made secure on tho basis of long terra contracts 
with the tenants In such cases there is a «ecuro ground for 
optimist expectations and hence for long term commitment m 
investment) 

Thus it seems waves and waves of expectations regarding 
wrhat lies in store in tho unpredictable future lie at tl e root of the 
investment activities in o modern capitalist crmmumtv Fxpecta 
tion about expectations made bj others pla}i a decisive role The 
Keynesian nnalj sis regarding the role of expectations in determining 
the total volume of investment in a free socat} correctlv depicts 
what happens under capitalism It has l owner no «[>j licet ion to 
a socialistic situation in which the volume of investment ispourmd 
and guided by the Central Planning Board on tl c basis of its own 
aims end ambitions Besides expectations tl e rate of interest the I 
monetary and fiscal policy of the state etc al«o plaj an important 
role in determining the rate of investment in a capitalist societ} ’ 

POINTS TO REMEMBER 

1 The economic progress of a given society is largely conditioned 
by the total volume of investment undertaken from time to time 

2 In a capitalist society the total lolume of investment ts largely 
governed by the expected rate of profits 

$ The structure of capitalistic production ts based primarily on the 
anticipation of a future demand 

4 The spontaneous urge for enterprise apart from expectations about 
ptofts also plays an important role 

/ Speculation as a*amst real enterprise absorbs a good proportion of 
the mveshble funds 
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6 Expectations regarding capital appreciation and depreciation also 
play a vital role 

y The Keynesian analysts has to be screened in the light of the 
total situation 

SELECT READINGS 

1 Keynes General Theory 

7 Dillard Keynesian Economics 

3 Hansen Guide to Keynes 

Q 14 Fvaluate the Accelerator as a cycle maker 

(Poona 1959 

What Is meant by ihe term acceleration coefficient 7 la it 
•correct to say that different cycles dense their character from the 
■value attached to this coefficient? What are the different possi 
'bilittes in this respect 7 (Gujarat 1959) 

‘The acceleration principle helps to shed lights on some of the 
most widely observed characteristics of business cycles ’ Elucidate 
On what factors will the strength of the acceleration effect depend ’ 

(Kajnatak 1959) 

Does the acceleration principle offer an adequate explanation 
•of the trade cycle 7 (Panjab 1958) 

Ans The concept of the acceleration coefficient or relation was intro 
<luce<l into economic imlysis by Pr f It T Tfarroil m Ins epoch mak 
in" work Towards a Dynamic Economics The concept has been 
recently refined and Riven a usiblc shape by writers like J M Chrlc 
Simon Kuznets Samuel son and Kalccki 

The iccclcrati i , i nciplo implies a technical relationship 
h tween (onsumption and investment Ihe essence of the principle 
is that changes in investment are a function not of the absolute level 
of consumption but of the relative change in consumption On account 
of this functional relat unship between consumption and investment 
■a small change in the demand for consumption goods leads to a much * 
wider change in the demand for cipital goods 

The concept can fie made clear with the help of an illustration 
et us suppose that the annual output of cloth is 100 and capital 
output ratio being 1 1 100 machines are required for the j rod iction 
•of 100 units of cloth Suppose further that the average life of the ma 
chine is 10 years so that 10 machines have to be replaced every year 
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Let now the demand for doth increase by 10% which would induce 
a 10% increase in d mand for m ichmes Thus the demand for machi- 
nes will be 20 instead of 10 every year In short while tho consump- 
tion has risen bv only 10% investment has risen by 1 00% (trom 10 
to 20 machines) I/'t. ms now assume that no fur her increase in 
consumption of cloth takes place « t although there is no absolute 
decline in consumption the rate of growth of consumption becomes 
zero In tins case since tho demuul for machines for tho purpose of 
replacement would rise by 1 machine onlj the total investment u ill 
decline from 20 machines to ) 1 machines A fall in the rite of chango 
of consumption will thus cause an absolute change m investment 

The acceleration effect depends in tho first place upon the 
capital output ratio or capital coefficient Grc iter tho capital coeffi- 
cient larger would bo the increase in investment as a result of a given 
increase in consumption Sccon lly the size of tho acceleration effect 
depends upon the durability of tho c ipital equipment For instance 
everything else rerna ning unch inged in tho previous illustration let 
us suppose that tho life of tho capital equipment is 20 years instead 
of 10 years The replacement demand for machines would then bo 
o machines per year for every 100 machines Now if the demand for 
cloth mcretses by 10% the total demand for machines would jump up 
from 6 to 15 w it w trebled instead of being doubled as in tho 
previous case of a life of 10 >cars 

The acceleration effect is decidedly limited m periods of declining 
demand A decline in the de and for capital equipment (i t dism 
vestment) is nocessanly limited to rep! i cement A business enterprise 
cannot rcduco its demand for c ipital equipment below zero all it can 
do in response to a fall m demand for its product is to curtail its 
replacement and this is limited to zero Suppo e replacement demand 
amounted to 10% of tho capital equipment anl a diclme in demand 
for the finished products equal to 20% sets in The full working of 
the acceleration principle would require that the stock of capita] 
equipment should also decline b> 20 0 But the stock of capital cannot 
bo reduced in any ono ycir by more than the amount of depreciation 
which is equal to replacement demand In this case the decline m 
demand for c ipital equipment is limited to tie 10% replacement 
demand The remainder of 20% decline in the demand for finished 
product will be absorbed by allowing some of the remaining plants 
and equipment to lie idle 

The acceleration effect does not operate in the presence of excess 
^capacity in tho capital equipment If there is enough of excess capa- 
city in tho capital equipment, the increased demand can be met by 
running down the excess capacity and there would be no magnified 
tion of demand for capital equipment This is an important hmita 
turn of the acceleration p mciple Many increases in the consumer 
demand mav be met b> working oaertime or addin, extra shifts and 
thus using the existing equipment more intensively Moreoa er indus 
tries which experience a \ anable demand are likely to maintain a 
certain amount of excess capacity as a normal condition 
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The increase m the demand for finished products must be reason* 
ably certain o£ continuing for a sufficient time m future and not he 
of a temporary character No producer is going to respond to an 
increase in the demand for bis product by ordering more capital equip 
ment if he believes this increase to be only short-lived (as is the 
case with the consumer demand in the Easter month or Christmas 
week ) 

In recent times mapite of some of the weaknesses and limita 


tions of the principle of acceleration, it has become an extremely**^ 
popular tool for tlic analj sis the phenomenon of trade cycle Prof.' 

J. It Hicks in Ins book A Contribution to the Theory of Trade Cycle 
has advanced an explanation of the trade cycle m terms of the 
accelerator 


Hicks’ theory of trade cycle is based upon the following funda- 
mental assumptions 

1. He assumes a progressive economy in which autonomous 
investment is increasing at a regular rate 


2 The saving and investment coefficients are such that any 
displacement from equilibrium results m a movement away from 
equili brium though this m ovement may be lagged 

J T litre is a constraint on the upward expansion of the eco- 
nomy provided by the “full employment ceiling ’’ 

4 Though there is no such direct constraint on the contrac-v 
tion, jet the ‘ transformation” of the aicelcrotor in the downswing 
(t e disinvestment cannot exceed depreciation) provides an indirect 
constraint 


These assumptions are diagraromatically represented m the 
figure below. 

AA represents V| 
auto nomous invest- 
ment which is ^ 
assumed to be grow- 
ing at a constant g 
rate g. £ 

EE indicates ^ 
the equilibrium path ~~ 
of output which de § 
pends upon AA and 
is deduced by apply- 
ing * super-multi- 
plier” to it 

TT represents 
the full employ- 
ment ceiling which 
is assumed to grow 
at the same rate at 
which AA is growing 
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LL represents tbe lower equilibrium path of (utput or the 
“floor* * 

Now let us see how given the e assumptions the acceleration 
effect flowing from an initial mcremci t of investment re-ults m each 
ca! fluctuations in income and employment 

Uptil P 0 the economa moacs along t lie equihhiium i alh of out 
put EE But suppose at I* 0 tlure is a burst of autonomous investment 
following aaj an uiaention Although after the burst is over 
autonomous investment falls bark to its old I \ el jot on ioo--> t of 
the explosive saving and investment coefficients as a umed in the 
theory the path of output mo\ es steadily aw aj from T l 

But the upward expansion cannot continue indefinitely Sooner 
or hter the path of output hits the full emplotment ceiling 6uch as 
P, and so the path ol output turns down But it docs not turn down 
immediately after hitting For sometimes it creep-* along the ceding 
This is because the lagged’ effects o; the induced investment At 
t he point it hits the ceiling maximum effects of the in hiced inve st- 
ment. of the previo u s ponnrU liavp not. luien-re.alLseil jl« Vet so t Will 
creep along the ceiling until these effects hare i>een inhausted The 
moment these ore exhiustcd the path of output starts movin' down 
- ward and the downswing of cycle begins 

Once output st aits falling it can no lougei rem mi even along the 
equilibrium position This is lice wise of the fmtorj of fust umst 
ments In the initial periods 0 1 J induced invest ments are such as 
raise output above the equilibrium level When the sj stem is bum 
ping against lb* e ilmg indiu oil investment is just enough to main- 
tain output along the equilibrium path and in the list lew pmods when 
output starts falling current investment is below the level at which 
output can be m lint uned at th equilibrium level Bv tile time the 
fall in output reaches the equilibrium point induced investment be 
longing to the initial periods 0 I - becomes verj weak whereas the 
force of investments in the rest of the periods together is not such os 
to sustain output at the equilibrium level Hence output must decline 
below that lev el 

Now the crucial que tion is what the character of the downswing 
v would be and whether the downward movement lias i bottom below 
which it cannot go IIicLs shows that tl e working of the accelerator 
oir (Uvubvvnvvarii’pai'ii i* not' t'rie same in character as on the upward 
path In fict on the dvwnwanl path then is a transformation of the 
accelerator If the accelerator functions in the s vine wij both in the 
upiwjn » and downswing then the fill would be a steep one as shown 
by Q P«? But in reality d«uivestment is limited by the rate of 1 
d^pts ution so that the fall in output is slower but prolonged as 
indicated by QjQ* The place of the accelerator is now tal»n In some- 
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thing analogous to tho downward revision of A A because investment 
now consists of autonomous imestment minus the constant iate of 
depieciation This is like a downward revision of the autonomous 
investment Ime AA Thus since gross investment cannot fall below 
zero the fall in output cannot go on indefinitely as m Q x P,g The 
slump must have a bottom and this floor is provided by LL The Ime 
LL is deduced by applying the multiplier to the downward revised 
AA and this shows equilibrium output corresponding to that lower 
level of AA 

Once the output path reaches LL it does not turn upwards imme 
diately — it creeps along LL for sometime This is because of the 
existence of excess capacity Once excess capacity is exhausted tl e 
positive acceleration effect comes into operation again and the cy < It 
can be repeated 

Thus Hicks provides a satisfactory explanation of the turning 
pouits as well as of the periodicity of the cy cle Since the system has 
a ceiling and a floor output and income changes will oscillate between 
these two limits as the pendulum of the clock moves between the two 
limits The very existence of the ceiling and floor ensures some sort 
f periodicity which may not be r-gnhr under all circumstances At 
the lower turning point Hicks makes a significant contribution to the 
theory of trade cycle by showing how excess capacity in capital 
equipment operates in delating the upswing 

Inspite of these merits the Hicksian theory of trade cycle suffers 
from some serious weaknesses As Prof Kaldor has aptly pointed out 
in an article in the Economic Journal (1954) the greatest vulnerable 
point ol the Hicksian theory is the use of crude and misleading 
acceleration principle The acceleration effect presupposes the const- 
ancy of the capital output ratio But in reality during cyclical 
fluctuations the capital output ratio is subject to significant changes 
Similarly the acceleration principle presupposes the absence of excess 
capacity in capital equipment But the industries which are 
subject to cyclical fluctuations are likelv to maintain excess capacity 
in plant and equipment as a normal rule Secoi dly the explanation 
of the phenomenon of trade cycle furnished by Hicks is highly mecha- 
nical and in real world the movements do not take place so 
mechanically as Hicks has portrayed In particular Hicks fails toJ 
emphasize the psvchologieal forces arising out of uncertainty andr 
expectations which play a crucial role in a dynamic capitalist economy/^, 
POINTS TO REMEMBER 

/ The principle of acceleration states that as investment ts a function 
rot of the abso ute lei el of consumption but of the rale 
of change cf consumption a sir all change in cen t mptsrm leads 
to a multiple increase in investment 

2 The size of the acceleration coefficient depends upon the capital 
output ratio and the durability of the capital equipment Tie 
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Q. 16 Examine critically the over investment theory of 
business cycles {Karnatak I960) 

On what grounds would you regard the monetary the under 
consumption, and the over-investment theories, taken independently, 
as inadequate explanations of the phenomenon of business cycles T 
Indicate whether, and if so how, they could reconcile (Delhi 1957) 

Ans The over investment theory of trade cycle has been 
advanced bv writers like Hayek, Robbins, Mists, SpictliofT, Ct^sel and 
Wickscll The over-mvestment school of trade cycle consists of two 
branches The monetary overinvestment theorists like Hay tk, Mises 
and Robbins hold monetary factors to be primarily responsible for 
overinvestment and trade cycle The non-monctary branch of 
overinvestment school consisting of Cartel, bchumpctir Spitthoff and 
Wicksell emphasizes technical and institutional factors like inven 
do ns, discoveries, opening of new channel* of trade, new sources of raw 
materials etc, as the causal forces in the phenomenon of trade cycle 

According to tho monetary ov ci investment school, the upswing 
begins when the maiktt rati of interest falls below what WickfccJI 
described as the natural rate of interest Tho demand for cndit in 
creases and the level of money investment rises As there is usually 
a time lag between the inflow of investment and tho out flow of 
output, the increase in investment does not immediately had to an 
increase in output On the contrary , the increase in investment leads 
to a rise m prices and the rising prices bv incrensuig profits stimulate 
further investment. Thus a prorcss of cumiihtivc expansion bcginR 
suet vine i bv credit expansion and inflationary ri*c in prices 

So fur the explanation runs parallel to tho purely monitnry 
theorv of trade cycle as formulated by Haw trey Cut according to tbc 
overinvestment school, the process of expansitn also produc<s « 
distortion in the structure of production Tins is tho non-monctary or 
the real aspect of the theory. The capitalist structure of production 
is by its very nature capital intensive In tbc. upswing the capital 
intensity of tbo economy mere iscs manifold Certain contract incoim a 
like wages, salaries and rent lag behind the ming prices The 
ngiditv of these incomes has the effect of curtailing consumption and 
imposing forced savings upon the community Tbo forced savings 
increase the supply of inv* stible funds and the market rate of mtenst. 
tends to fill Tins combined with <hc aitificiat gap between the' 
natural and market rates of interest stimulates further investment 
As tho rate of mi&rat So JJs rehimty to itagee, «.pvhv,' .wJjawjs- 
production becomes relatively cheaper than labour-mtersive produc. 
tion— the (apital goods sertor becomes overdeveloped relatively to 
the consumption goods sector 

The seeds of tlie breakdown of the boom are to bo found in tins 
very phenomenon of the disproportionahty m the structure of 
production The credit disbursed by the banking syetun soon becomes 
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•disposable income in the lands of the public This increa < s the 
demand for consumption goods The increase m tho denial d for 
consumption goods implies that tho production of consumption goods 
becomes relatively more profitable than capital goods so that ttictc is 
adiaersion of investment from the Capital goods to the consumption 
goods sector Secondly, the increased consumption reduces the a oh mo 
of savings and const fjuently the rate ol interest tends to nee tins 
affects the capital goods sector more adversely than the consumption 
goods sector Thus tl e shortage of capital (cquiaab nt to undersaving 
or overconsumption) brings the boom to an abrupt end and the old 
arrangement in the structure of production is restored Besides these 
the banking system after a certain j>oint refuses to continue the 
process of credit expansion because of the danger of the collapse of 
the monetaiy system 

The breakdown of the boom induces a proe-css of deflation and 
hoarding Under the influence of general feeling of insecurity and 
pessimism the firms as well as the public seek to strengthen their 
liquidity position and there ensues a process of cumulative downswing. 

The overinvestment theory of trade cycle suffers from a series 
of scrioui limitations In the liret place, the theory is based upon the 
implicit assumption of full employment But it is much more realistic 
to start with a condition of unemplovroent In such a ca»« the 
effic h of expanding bank credit would be very much different from 
those postulated by the overinvestment school Secondly the concept 
of fon A d savings which is the heart of the analysis is based on the 
premise that consumption must be curtailed if the capital goods sector 
is to expand Suppose however that widespread unemployment 
preaails at the time hanks advance credit to businessmen Urder 
these conditions it is possible to expand simultaneously both the 
capital an 1 consumption goods sectors Prices r f goods and services 
need not rise and forced savings need not bo created for financing 
investment in the capital goods production Thirdly, the overinvest- 
ment Bchool overestimates the influence of changes in tho rate of 
interest upon the character of production and level of investment 
Neither the level of investment is so responsive to changes in the rate 
of interest nor is the capital intensity subject to instantaneous 
fluctuations in response to email changes in the rate of interest 
finally the theory does not touch the originating cause of the trad* 
cycle Why is it that the market rate of interest falls at any time below 
the natural rate and ri=cs above the natural rate at another time *> 
The theory docs not furnish any satisfactory explanation Similarly 
the theory does not cxpl un ihc marked periodicity of the booms and 
depressions Thus the theory is an inadequate explanation of the 
phenomenon of trade cj cle 

The under consumption theory of trade cycle is associated with 
the names of Malthu* Sismondi, Hobson, iostcr md Catchings 
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The central theme of the underconsumption theory is that 
depression is caused by oversaving, the root of w hich is to be found in 
the unequal pattern of distribution of income particulirly in the 
capitalist society The high propensity to save oi the higher income 
classes creates a deficiency of aggregate demand The prices fall, 
profits are reduced and thus a process of cumulative contraction 
begms 

But hoiv does the crisis start at all ’ How does the boom come 
to an end and give place to the depression 

During the boom encouraged by rising prices and profits huge 
investments are made by the entrepreneurs in the production of 
capital goods But the capitalist process of production is by its very 
natuie tune consuming Therefore the output of consumption goods 
does not rise immediately Price** remain high and profit margins 
persist and there is a constant stimulus to in\ estment But after the 
gestation period the consumable goods begin to pour into the market 
But the demand remains inadequate to absorb the increased 
supply of consumption goods on account of the natural lag betw een 
the rising prices (and profits) uid wages The market of consumption 
goods is glutted, their prices fall and thus the boom comes to an end 
and the downswing begms 

The underconsumption theory is an incomplete explanation of 
the cheat fluctuatu ns in income and tmj loyment It explains only 
the phase of depression it does not pro\ id© any explan itmn ol the 
boom Neither docs the theory advance any reason for the marked 
and regular periodicity of the cyclical movements 

Thus taken independently both the overinvestment and under 
consumption theories are inadequate explanations of the trade cycle 

At first sight it would appear tint the two are widely different 
and the differences are lrreconcihable The underconsumption theory 
emphasizes the unequal distribution of income — an institutional factor 
as the cause of the depression The overinvestment theory on the 
contrary emphasizes the monetary and technical factors as the cause of 
the cyclical fluctuations Secondly, insofar as the explanation of the 
breakdown of the boom is concerned the two theories are poles apart 
According to the overinvestment theory the boom comes to an end 
on account of abundance of the demai d fur consumption goods and 
the consequent shortage of investible capital According to the 
underconsumption theory on the other hand the boom gives birth 
to the depression because of the deficiency of demand for consumption 
goods 

But it is not difficult to reconcile the two apparently dissimilar 
theories As Prof JIaberier has rightly pointed out both the theories 
contemplate a maladjustment in the structure of production The 
allocation of resources does not correspond to the monetary demand 



78 


MONEY, EMPLOYMENT AND PLtCTOATlO^S 


for the output of the different sectors of the economy Wore precisely, 
the pattern of production does not correspond to spending and 
saving But the«e maladjustments are not of the same order The 
top of the structure of production according to one theory, the bottom 
■according to the other is overdeveloped relatively to * e flow of 
purchasing power In a seise both the theories can be described as 
overinvestment tl eones To the underconsumptions 1 8, investment is 
excessive in relation to the consumer demand According to the 
overinvestment school investment is excessive relatively to the supply 
■of capital 

In respect of one feature the two theories are complementary 
According to the undercon'mmptiomste, lag between wages and prices 
increases j rofits and thus stimulates investment According to the 
•overinvestment school, investment is stimulated by a fall m the rate 
of interest caused by increased forced savings The lag between wages 
and profits is implicit in the concept of forced savings The over 
investment school will probably welcome the idea of increased profits 
caused by wage pruts differential as a factor reinforcing the cumulative 
process 

The monetary theory of trade cycle has been advanced by Prof 
R G Haw trey According to this theory trade cycle is a purely 
monetary phenomenon and is caused by monetary factors orly As 
Hawtrey has put it The boom and depressions are the repl ca 
inflation and deflation respectively ' The boom is brought about by 
a fall m the bank rate which induces the dealers ’ to hold more 
goods They place orders with the producers for more goods — the scale 
of production expands and income and employment increase T1 e 
depression is similarly caused by a rise in the bank rate 

The purely monetary theory taken by itself jsalso an inadequate 
explanation of trad" cycle If Jt is true that the trade cycle is caused 
by monetary factors only it follows monetary polity has an effective 
influence tipon the course of ih^ trade ovcle Thus however is not 
borne ont by ( xpenence For instance during the t tpression of the 
thirties the Federal Reserve System earned the process of credit 
expansion to fantastic extremes but w ithout any effect upon the 
depression Thi3 clearly 6hows that there are non monetary factors 
which are leyond the control of the monetary authority 

The m'Tetarv theory of trade cycle can be easily reconeded 
with the un*><-n.v.„ounjption and overinvestment theories In the 
overinvestment theory the monetary branch of the overinvestment 
school clearly emphasizes the role of monetarv factors The boom is 
brought about bv the market rate of interest falling below the natutal 
rate of interest Similarly the depression is earned by the market 
rate of interest rising above the natural rate of interest The under 
consumpt ion 1 sts do not explicitly emphasize the role of mon< tarv 
factors but monetary factors can be introduced as additional factors 
remfotemg the cumulative process 
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POINTS TO REMEMBER 

1 According to the overinvestment theory the upswing is caused by 

the market rale of interest falling below the natural rale and the 
downswing ts caused by the reverse movement The theory u 
inadequate as it is based on the assumption of full employment 
and it is mopable o explaining the per odtcily of the trade cycle 

2 Accord ng to the underconsumption theory the cause of trade cycle 

is the peculiar nature nf f tpualut production and the unequal 
distribution of income the theory « inadequate as it explains onl 
the depression 

3 According to the pure' non lary theory booms and depressions are 

caused by changes i e bank rate It is also an incomplete theory 
as it ignores important psychological technical and institutional 
factors 

4 All the three theon s can be reconciled The overinvestment as 

well as underconsumption theories can be described as overinvest 
menf ’ theories in a spe usl sense The monetaiy fa-tors can sent 
as comp'ementary factors in both the theories 

SELECT READINGS 

1 Haberler Prosperity and Depress on 

2 Estey Business Cycles * 

5 Rimbard Theory of Business Fluet tattoos 

♦ ♦4-* 

Q 17 Explain the concept cf forced savings How has this 
concept been used in explaining the occurrence of crises 7 

(Gujarat I960) 

Give a brief account of the «avmg process Shou’d saving lead 
to deflation and to economic stagnation 7 

Ans It is remarkably amazing that such a Bimplo phenomenon 
as tl at of the process of c-unm* 7 spending and sa\ mg should I c a 
matter of dispute In the pro Kevne&ian era there does not seem to 
have been a lucid conception of saving and the economic significance 
of the process of saving There did not exist a clear cut distinction 
between the micro and the macro consequences of certain economic 
activities like consumption saving and investment It was just 
presumed that saving is an unquestionable eternal virtue Thrift 
was extolled for its own sal c and parsimony was held in the highest 
esteem particularly because it was a religion? injunction It a a 
within the publication of the General Theory m the y ear Ihlfi that a 
searching analysis appeared on tho scene regarding the concej tion of 
income, tie meaning of consumption the process of saving tho 
significance of tl e process of saving and inv estment and the logic 
behind the cycle of exchanges constituting tho net work of the 
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economic process One has to understand and appreciate the 
meaning and significance of the process of saving beforo attempting 
an analysis of the conception of forced savings 

Savings ordinarily would mean the excess of income over 
consumption So tar as I know everyone agrees in meaning bv 
saving the excess ol income over what is spent on consumption’ 1 
The quarrel over the meaning of saving therefore could arise only 
regarding what is meant by income 1 or example Prof Robertson 
maintains that income in this context should mean disposable income 
which was earned yesterday and is available for spending today 
Keynes himself had changed his stand from the Treatise to the 
General Theory In the Treatise Keynes did not include m income 
windfall profits or losses and to>k account of only normal profits 
In General Theory however, he defined income as inclusive of all 
receipts from whatever source in a given period and therefore windfall 
profits on losses were to be reckoned as part of income or were to be 
excluded from it However the question of income decides only the 
problem of defining saving and not the problem of forced saving 

Forced saving should mean according to commonsensc saving 
which was not planned by the savers but which had to be made by 
them because of the circumstances out of th-'ir control But this forced 
saving has no meaning until we have specified some standard rate of 
saving * What is a standard rate of saving 7 It will be also impoesi 
ble to give a figure in absolute terms or in percentage of income 
Nor is it possible to link tl c concept of forced saving with that of 
subjective sacrifices of pains and pleasures Prof Hajek in his 
Note on the Development of the Doctruu of Forced Saving t 
(Quarterly Journal of Economics Nov 1932) gives the view that in 
earlier days forced saving was associated with the concept of full 
employment Bentham had introduced the concept of forced saving 
stating bow tl e people would be forced to save if there was 
already full employment Because of the extreme of full employment 
investment cannot increase output and results only in compulsory 
saving on the part of the community Some similar ideas were in the 
minds of later economists also Keynes points out that perhaps it 
is good if we define forced saving as the excess of actual saving over 
that saving w hich ‘w ould be saved if there were full employment 
in a position of long period equilibrium 3 In other words Keynes 
savs that with tl e existence of full employment a certain amount of 
investment and hence saving is necessary to maintain that equilib , 
rium If the situation is therefore of over full employment due to 
the excess of investment forced savings will take place On the 
other hand if full employment is not reached due to the deficiency 
of investment there will be less o f savings as compared with 

t Keynes (J M ) General Theory, p 74 

2 Ibid p 80 

3 Ibid p 80 
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full employment savings Thus if the standard rate of saving is 
chosen as that rate which will be obtained at full employment 
equilibrium, Keynes says wo are able to get a proper definition of 
forced saving He hastens to add further that in such a case positive 
forced saving would bo a rare phenomenon because seldom does an 
economy reach over full employment stata and at any rate such a 
situation will not bo stable We shall be only having negative 
forced saving ’ if there can bo any such thing 

The idea of forced saving has been used in modem times in the 
context of underdeveloped countries also Here the context is 
always real saving out of real income so as to mako more of real 
investment possible for increasing capital formation in the country 
It is quite dear that with the advancement of an economy capital 
stock of the community has to increase and this increase can take 
place only if out of current income more is saved The question as 
tc whether the average rato of saving should increaso or decrease is 
immaterial so long as the current savings increase over the usual 
saving figure However, with greater savings it is supposed to be 
possible to have quicker economic development and with smaller 
savings slower economic development It is now a-daj s recognised 
that for the development of a country in some form or other the 
savings have to be increased But the question arises which savings 
will be termed as forced savings in this context 

Probably die best way to define forced saving will d to betnote 
that part of saving as forced eaiing for which there was no intention 
of the community to save Thus on this ba. is it will be possible to 
force saving in the community bj increasing investment prices 
and through other measures In the tontext of underdeveloped 
countries f r example savings may bo forced out of people bj a 
State decree or the peoplo may be forced to save more through 
increased prices In an economy prices are determined by the flow 
of goods and services and tho flow of money demand and the share of 
any individual or group of individuals w ill be determined by tho 
amount of money demand comm tnded by that mdn idual or group as 
a proportion of total money demand Therefor in tho existing 
flow of money demand if the government injects more of money 
through deficit financing etc people will be able to get only 
a smaller share as determined bj tl e extra purchases mado bj the 
government Such a phenomenon is a common sight during financial 
stringencies of governments e g during a war w! n the government 
takes away forced loans and injects additional money supply into tho 
economy As a result: some portion of the national' output is (fivcrtcil 
towards the use of war purposes and the people are left with a smaller 
amount of goods and services 

Tho same phenomenon can bo observed even in situations when 
the Government is not trving to inject more of purchasing power m 
tho economy but the process is taking place due to increased invest 
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mcnt Here we can thu k of forced eav mgs either m the context ol 
-a situition where our definitions of savings and investment can 
permit a divergence between the two, or wo have to introduce the 
distinction between ex ante and ex post savings and investment 
Usually the idea of forced savings was associated with the situation 
when investment could be diffen nt from savings as in Robertsonian 
sense and in the Treatise In such cases whenever investment is greater 
than sav ings there is an excess of expci ditui e leading to a rise in the 
prices and hence of savings Heie forced savings are obviously taking 
place because of the forces of in< reased money supply in the face of 
rigid real income , that is to say investment is turning out to be 
only a monetary phenomenon not resulting in full increase m the 
real income otherwise prices would not have risen and forced savings 
would not have been there However, such a situation cannot be 
maintained indefinitely (Tirst explanation of crisis because of forced 
saving) On the one hand the investors looking at the rising prices 
and money profits will be tryu g to increase investment and on the 
other hand r gidity of real output would be forcing the people The 
boom will have to collapse With the distribution of income becommg 
more and more in favour of profits it will not be possible to 
maintain the money demand for the production and ultimately the 
investors will be faced with a crisis in which they will not bo able to 
sell their production at the anticipated prices Investment will have 
to decline due to this crisis and depression may ensue. 

Keynes however, points out that it is not necessary to 
proceed m our unalj sis on the above stated bas s He says that Wo 
need not proceed on the basis of inequality of saving and investment 
If we measure our categories in terms of wage units then any meteas* 
in investment will mean increase in rial investment and employ 
merit and hence real income out of which savings would be coming 
Thus there is no question of anv forced savings so long as increased 
real saving is alwajs to come out of increased real income (Second 
explanation of crisis which is uithoul forced savings being there) But 
even in such a situation with rising investment, marginal efficiency 
of capital would be falling and with rising income marginal propensity 
to consume will be f g Thus though people would not be 
forced to save more since additu Jial savings would be coming out of 
additional income Still aggregate demand will not be able to keep 
pace with aggregate supply leading to cessation of investment process 
and ( tsis Here the crisis could be averted by increasing investment 
still further to fill up the gap in aggregate demand 

[Third explanation of crisis is again with some sort of 
forced saving] But we can introduce a modification in terms of 
ex ante and ex post concept of savings Investment and savings are 
always equal only in the ex post sense but not necessarily in the 
ex ante sense And here we get a clear cut explanation of what 
fluctuations in income should take place when ex ante eavings are not 
equal to ex ante investment If people j lan to invest more than 
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they plan to save naturally income will co on expar d ng Ilicts 
has made use of this inequality between planned savings and planned 
investment in ljs Contribution to the 7/ eory of Trade Cycle to 
explain low when the two tlffet lqcome will go on fluctuating 
If planned investment is greater the n come will increase m the next 
period if planned savings are mt>re, tie income will decrease m the 
next period Here however forced savings aie the result of the 
increased income and not the cause similarly reduced savings wall be 
the result of reduced income and not the c«u=e 

In a free society each mdrv iduai hrts the liberty to plan and 
distribute Ins income as between consumption saving and investment 
in accordance with li 3 Own scale of preferences formally the 
disposal of income in one way or the other is done by the individual 
entirely on a voluntary basis Should the individual however be 
forced to earn less and consume less because of rising prices n the 
face ol fixed money l icome or should the u dividual be compelled to 
restrai i himself because of the coerc on employed by the state 
directly as in a Communist State or indirectly ns is done in a demo 
cracy through deficit financing and the release of inflationary 
pressures what appears an innocent voluntary process turns out to 
be an oppressive mechanism to curb the liberties of the individual in 
order to dictate to him as to how he should distribute bis income 
between consumption and savings 

POINTS TO REMEMBER 

1 The concept of forced saving u linked unth the definition of 
income as well as a standard rate of saving 

2 Sav nos at itaile full employment should be the standard as taken 

by heynes though in Such a case, the po U ve forced ratings 
will be a rare thing The concept of forced savings can be used 
in underdeveloped countries also 

$ T he best definition of forced saving would be saving witch was 
neier inf tided and which cannot be avoided This m y be dur 
to increased prices or compul ory reduced consumption 
4 Hr get three explanations of ertses tn terms of forced savings If 
sav nos are being fore d bv rising prices distribution of money 
income mfav ur of profits will make the money demand lag 
behind and cause a crisis 

' j In second explanation it e need not mirodu e forced saving by 
assuming that Mtm* ir always equal to investment Here the 
crisis is explained by filling marginal propensity to consume and 
falling marginal eff cxency of capital 
£ In third explanation ive distinguish between ex ante and ex post 
concepts Here ex stence of forced savings wiU mean no crisis 
The erts s will come when ex ante savings are more than ex ante 
investment 
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SELECT READINGS 

1 Keynes, J M General Theory, Ch VII 

2 Hayck ‘Note on the Development of the Doctrine of Forced 

Saving”, Quarterly Journal of Economics, Nov 1912 

3 Harm, Seymour E. The Hew Economics, Ch XLIH 

O 18 Recommend a suitable fiscal policy to curb tbe^ 
Instability generated by inflation (Karnatak I960) 

Discuss tbe case for and against using page cuts to get opt 
of a depression (Punjab 1959) 

Suggest some practical scheme for securing stability of 
prices and point out its psychological and institntional implications 

(Allahabad 1959) 

What are the monetary and fiscal ‘built in stabilizers' ? How 
far can they be relied upon in preventing cyclical fluctuations ? 

(Gujarat 1958) 

A ns Economic development through the process of indust 
rialisatinn under the auspices of capitalism has brought into exis 
tenco the problem of clironic instability because of the periodical 
alternation of tho ups and downs of business which causes unhealthy 
dislocations in the economy from time to time The unplanned, M 
unco ordinated economic activities of a large number of entrepro* 
ncurs lead to the occurrence of jnsriodical crises when the economy 
goes out of gear throwing employment, output, consumption, saving, 
investment etc out of tune with the requirements of the community 
Most staggering is the fear of a depression w hich brings about a 
fall m prices a shrinkage of profits, a slump in investment, a 
dwindling of employment opportunities a cut in the general level 
of incomes, a deficiency in the aggregate demand etc , leading to a 
miserable state of economic affairs The industrialised economies 
are etemclly worried os to bow to stabilise economic activities at 
a high level of employment and output Instability is inherent under 
the rules of unbridled lausez fan and unless appropriate institu- 
tional modifications are introduced, it would bo exceedingly 
difficult to face the periodical ups and downs 

The differences regarding what lies at the ultimate root cause 
of trade cycles were bound to be there, but there is almost general . 
agreement as to the general process that the tiado cycles take ] 
They are agreed as to the course which a trade cycle in general takes 
in its upward and downward phases and there se^ms to be also a 
general agreement as to the forces which aggravate the upward 
or tho downward process In tbe rising phase demand rises quickly , 
wages rise but lag behind rising prices and profits , demand in 
general is more than 6upply, while just the reverse happens in 
the downward phase 
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However, in the economy there are often certain built m 
mechanisms winch themselves may not he able to generate a 
reverse process hut which are certainly very helpful in checking 
the speed of the movement Such mechanisms in the economy are 
called built in stabilizers, meaning thereby that when the economy 
is passing through a rising phase of the trade cycle, they trv to 
pull it back and while the economy ;s in the depression phase 
they try to pull it up Such ‘stabilizers’ naturally should go against 
the general trend of the working of various economic forces in the 
economy if they are to be effective In the rising phase for example, 
when purchasing power is increasing all round the built in stabilizers 
should be able to reduce the availability of purchasing power to 
the public and preferably to the potential spenders In the failuig 
phase of trade cycle the, 'stabilizers’ should be able to inject more 
of purchasing power and revive demand. 

An example of Buch a built in stabilizer is income tax In 
most of the countries income tax has a progressive structure Even 
jf income tax were proportional, it is quite clear that with rising 
income income tax would go on increasing leading to increasing 
appropriation of a part of income bv the State In the case of 
progressive taxation, the tendency is strengthened further Howeier, 
just taxing away a part of the income does not suffice , it is necessary 
that this taxed income should be shunted out of the purchasing 
power flow of the economy which the government may he doing 
through surplus budgeting etc On the other hand, in the cose of 
a depression, automatically with declining income taxation goes 
on decreasing leaving comparatively more purchasing power with 
the people In the olden days when income tax usually was not 
there, or formed only a negligible part of the income or was even 
regressive in certain cases, its built m stabilizing capacity was 
naturally best However, these days it is difficult to find an < xample 
in which income tax is not acting as a built in-stabilizer In the 
list of built in stabilizers we can add certain devices of a modem 
welfare State primarily designed to help the common people wheri 
they are in need The case of unemployment insurance is in point! 
With rising income and employment, unemployment benefits 
automatically go down and contributions to unemployment 
funds go on rising , while with the falling employment the pay- 
ments out of these funds increase — thus ensuring a soi t of automatic 
adjustment of the flow of purchasing power in the light of the needs 
* of the economy Another example is of price support policy adopted 
in i ho case of certain industries Wo have seen the example of 
agricultural price support pohej of the USA Government where it 
guarantees t< purchase different agricultural commodities at certain 
minimum prices Such a police, when prices are falling, ensures 
minimum prices to the produceis w.th the result that producers 
do not ut down their investment and employment abruptly, 
thus supporting a general lifting up of the economic si stem 
farther when prices rise, the Government releases the stocks of the 
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commodities purchased during "bad” times thus preventing a specu- 
lative nee in puces 

However it lias to be remembered that these built m stabilmrs 
are often mild in their tJfLeiaeness, unless they cover a major sector 
of the economy In the USA it is claimed that since Second Yt orld 
War, most of the slumps have been automatically corrected without 
much of governmental help but we must remember that in the 
U.S A the above mentioned three built-in stabilisers are at work 
in a major way People pay a major portion of their income in taxes, 
unemployment benefits are in ojcration and ngricaltural price 
support policy is well known throughout the world Clearly if only 
a very small portion of population is subjected to income tax, if 
the rates are low and similarly if the Government has not vcr\ sub 
stantial social security programmes, there will not ho enough of auto- 
matic squeezing out or injection of purchasing power in tlio economy 
Similarly if tl e government is trying to interfere for price stabiliza- 
tion it must cover major sectors of the etonomy and not concentrate 
upon unimportant things Above all, it has to he remembered 
that built-in stabilizers work only in a simple way The actual 
situation is always much more complex and needs an intricate 
treatment An economy if it is not very sensitive to changes in 
some of its sectors will not icspond quid ly enough to built-in 
stabilizers working in some of tbe sectors only v while if it is sensitive 
it is bound to be a complicated affair and will definitely need 
various checks and balances at several points If built in stabilizers 
alone had been enough, the problems of inflation and deflation 
would not have been bothering the governments so much In order 
to have a Realistic policy wo need a thorough controlling system 
of the economy's various organs -financial monetary and others 

For example, when we are faced with inflationary pressures, 
various other fiscal measuris will also he needed, We have already 
seen that to some extent fiscal measures in the form of income 
tax, unemployment insurance and other social security measures 
are quite helpful though often inadequate We need not repeat 
how these built-in stabilizers which form a part of the fiscal measures 
woik As was pointed out it is not enough that these built in stabili- 
zers should be at w irk With rising prices there will be demand for 
rising wages, winch if granted will raise tbe cost of production 
still fuitler and thus will generate a cost price spiral Jn order 
to check it, it is necessary that money wagts should be kept ra 
check Also in order to discourage excessive investment the 
government should levy extra taxes on profits and other incomes 
and should try to have surplus budgets In the foreign trade field, 
the efforts of the government should be to have a deficit so that 
file foreign 'trade multiplier wortes in fhe direction <fi reducing money 
incomes of the people Ordinarily if exchange rates are pegged, 
with rising pnees in the home country m the face of comparatively 
low prices m the foreign markets, exports will be discouraged. 



Btra/r- in-St • niLiztBs 


S7 


And imports will bo encouraged But it may happen tint special 
efforts are n^dcd to curb tlio in tsuonarv pressure eipeuilly 
when tho foreign countries arc also afflicted by it In fetich a 
situJtion, tho reduction of import duties and enhancing of export 
duties is admirable In otto word what is required is inert wing 
flow of goods and service s and decreased flow oi purchasing pow cr 
in tho CLonomy 

There has to be a reversal of these mtasurcs in the depression 
phase of the business cycles One of the important steps is to raise 
wag s so as to bring ubout an incrcisc m the purchasing power 
of the workers But here it is fcircd thitwigo me u use will mean 
increased cost am! Iwnco reduced profits leading to discourage meat of 
investment 1 Tho cluneal economists lit heved th it by reducing 
money wages oftlio worh rs it will ho possible fui the employers 
to employ more of them »nd thus the < cc i »my w ill icicii full employ 
ment , while Keynes s ns that a reduction in monoy wages would 
mean reduction of cfliotmid m.iml by almost the same piopurtion 
which would mean no increase in roitginal efTiwtncy ol cujntal 
anil hence no encouragement for investors An ordinal} , krvtica 
recomnvi 's t' i ms coil of a wage cut we should try toencourago 
consumption and investment through other measures 

Coming to fiscal and monetary measures m genera) we find 
that tbo primary aim of tho government should be to stabilise the 
economy at a high level of employment and income (whuh dois not 
mean that the economy will not lie allowed to progic s in terms of 
income, hut that efforts would be made that it should not dccrcn®o 
or should not increase in a manner which would inevitulih lead to 
a fall) Tina docs not imply absolute stability » s rig d manner. 
A modern oconomj i« «o complex bv its very nutun tint it would bo 
impossible to achieve tins, probably it would not be advisable to do 
so, since ^fter all cconomus progress only if their pirts arc allowed 
to move Stabilitv, however, here would moan no abrupt change 
in any of the major aspect* of tho economy' '-income, employment, 
output and prices Various measures fiscal and monetary Inst been 
suggested for this and wo shall go u to them 

Wo have already analysed (he built m stahil reis winch arc aho 
called nnti cyclical measures The most important task of these, 
appointed out, 13 to rcgulato tho flow of purchasing power in tho 
economy so as to correspond to the flow of goods and services at 
high level of cmployim nt and income Hero special rcFrrwo should 
bo mado of tho fact that m order ti» have a good anti-eyclical policy 
it is necessary to maintain not only an over all balanco of demand 


J The controiersy whether wage cut increases employment etc or 
not and thus, whether it pulls the economy out of depression h s beer? 
dealt with in great duailm another quextion The student is advised to! turn 
to that question if a detailed discussion is needed 
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*nd supply, but also various sectoral balances For example, when 
tbo government decides to have a deficit budget, it is decided that 
some purchasing power is to bo injected into the market , hut the 
net effect of this injection will dej end upon its quantity its speed 
and the way it is injected and the sector in which it is injected 
If for example the extra purchasing power is distributed in the 
form of extra wago income to the w orkers (especially those who 
weio hitherto unemployed) the result will be a sudden rise in the 
demand for such necessaries as food clothing etc On the other 
hand if the government uses that money to incrcaso the pay of 
its officers probably the increased demand will be felt for cars 
and houses It is quite essential t! erefore, that the increased 
purchasing power should flow in those hands which are most likely 
1 to create requi itc demand both for unsold stocks at present as 
well as for unutilized capacity of various industries Sometimes the 
(government may itself have to undertake various investment pro- 
jects in hand in order to generate additional employment and demand 
and to convince the private investors of the profitability of invest- 
ments Taccd with the complexity of the issue Keynes declared 'I 
conceive therefore, that a somewhat comprehensive socialization of 
investment will pro\ e tho only means of securing an approximation 
to full employment though this does not exclude all manner of com 
promises and of devices by which the public authority will cooperate 
with private initiative ” In this connection it has to be remembered 
that a ooraprcl enaive control of investment would imply a comprehen- 
sive control of financial and monetary system of the economy Ordinarily 
it is thought that probably during depression lowering of bank rate 
and a general easing of the money supply should suffice with at the 
most occasional selective credit controls But actually a much 
thorough regulation of the country s monetary and financial institu 
lions is necessary V ratly regulation of bank credit alone does not 
suffice Especially in the depression period investment will not revive 
simply beciuso Joans arc easy to have the investors must feel that 
it is profitable to invest and secondly when profit prospects are 
high investors are apt to find various ways of crossing tho hurdles 
put in their ways through monetary controls The recent Radclifle 
Report has brought to the forefront the various ways in which 
checks on banks for tightening the bank credit may not suffice We may 
be able to check the flow of bank credit but the people have other 
sources of f nance If therefore the ecox cmy is to be regulated not 
only bank money but the whole financial structure of economy needs 
controlling 

This brings us to the pertinent question of psychological and 
institutional implicatior 9 of these anti cyclical measures As far as the 
psychological aspect is concerned, we must be in knowledge of the 
react ons of investors and consumers to various measures taken by the 
state It is necessary to know how the investors react to various 
changes jn the tax structure changes in the cost structure and I ow (1 *y 
interpret the various investment opportunities presented before them 
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In other words, we most know on what major factors nn- upon 
efficiency of capital depends and which of the determining fau on 
has how much share m it Further it is to he found out as to wl l n 
extent the economy is beset with various regidities in the form ot 
complemen* antics and specificities of technical or other nature The 
less the technical specificities and complementarities of the factors 
involved the easier it will he to push the economj out of a depression 
•or prevent it fiom inflation In the absence of rigidities it is not 
60 much nece****arj to work out m detail the effect if the impact 
of the governmental policy and their subsequent results — in other 
word**, the problem of sectoral balances become less troublesome 
However more troublesome than technical rigidities will be the social 
rigidities m the form of non competing groups etc I*rof Kaldor 
in one of his famous articles has pointed out that it ji easy to reach 
full emplojment through various anti depre c sion measures but it 
is almost impossible to stabilise the economy there The anti cyclical 
measures imply the absence of all kinds of rigidities 


Talking further of the implications we can mention the 
implied existence of money illusion This psjchological facto 
has a great importance in practical policy Tor if it ia there it will 
be possible to reduce real w aecs without reducing effective demand 
and monej profitability of investment In other words it will he 
eaBier to get the economy out of depression and if t is not there 
and the workers demand a certain level of real wage depression 
cannot he remedied through a cut in real wages the methods 
•employed will have to be increase in consumption and direct 
investment by the government Similar!} the exact selection 
of monetary fiscal and financial regulation of the economy will 
depend upon the institutional structure of the economy In a 
•developed country there is an economic deficiency of aggregate 
demand mainly duo to great inequalities of income leading to 
under consumption on the part of the rich and there is a lack of over 
all co onh nation of economic activity There has to be an Integra 
tion of the government budget with that of the budget of the 
nation in the interest of economic stability In a backward economy, 
this integration has to hi < one in the interest of economic develop 
ment in order to release discquilibrating forces towards the 
growth 

POINTS TO REMEMBER 


I Trade cycles are mainly a feature of developed free enterprise 
economies and there is a general agreement as to the forces 
uihtch aggravate the upward and downward movement of the 
economy 


a In most of the modern free enterprise econonies there e ist built tn- 
stab hzers e g , income tax social security and price supports 
J But their effectiveness depends upon their strength and direction and 
support by other measures Simple working of 'stab liters' should 
be supplemented by intricate regulations of the economy 
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y In the uifla lonary phase the government should try to check rue 
in cost wages and prices through direct steps and selective credit 
control and throigh budget surplus and taxat on Investment 
should also be discouraged Deficit balance of trade should be 
tr e l for In the defiationary phase above measures should be 
revets d but mo ey u.a»es should not be cut or rai ed Consumption 
and invest lent should be encouraged 

J However , throughout the government must try to maintain sectoral 

bub" a'-rs 1 Farther a through regulate n of Ike country j 
monetary and financial institutions is rcquu ed These days, pro 
bably control ing the financial institutions is becoming more important 
th n controlling of banks alone We should try an overall 
Stability and not absolute stability of each sector 

1 For the success of the anti cyclical policies psychologically 
the investors and consumers shall respond m the nght way, and 
the response should be known to the gov rnmtnt Confidence in the 
governmental ability should be there Technical and social rigi- 
dities should be the minimum possible 

SELECT READINGS 
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Q 19 Bring out the significant leads’ and ‘lags in a business 
cycle How are they suggestive of a causal analysis (Poona 1960) 

Ans Strictly speaking Key neb did not furnish any clear cut 
and ready made theory of trade cycle In a chapter in his General 
Theory entitled Some No es on Trade Cycles ho mucly analysed 
some ot the important features of the phenomenon of tride cycle As 
Prof Dudley Dillard has put it The Keynesian analysis is much 
more and much less than a theory of business cycle It is more than 
a theory of business t ycle m the sense that it offers a general expla- 
nation of changes in the levels of income and employment 
independently of the cyclic il nature of the changes It is less than a 
complete theory of trade cv le because it makes no attempt to 
analyse the vinous phases of the cycle in any great details 

According to Keynes since the consumption function and the 
liquidity function ire relatively stable changes in the levels of income 
and employmu must be explained by the fluctuations in the 
investment function The volume of investment dej ends upon the 
rate of interest and the marginal efficiency of capital of which the 
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former is a relatively stable entity Thus Keynes settles down upon 
the marginal efficiency of capiti l or the prospective rate of return on 
the capita! asset as the ultimate factor »i causing j) o )1 tuitions in 
tlie levels of income and employment associated with the trade ejelo 

Tlie upswing of t! e tr ide cj cle is brought about 1 y an increase 
in the in irginal efficiency of capita! The scquenco of events follovui g 
may bo represented thus 

1 The increase in the marginal efficiency of capital raises the 
level of investment which in turn lends to an mere iso in output, 
employment and income 

2 Given the marginal propensity to consume a j art of the 
increased income would be spent which would provide a further 
impetus to marginal efficiency of capital nml investment The ten 
dency towards expansion is transmitted from one group to another 
group of industries and tans tho whole economy through the 
' multiplier effect ’ experiences a cumulative exp insion 

3 The process of cumulative expansion cannot go on indefi 
nitely The increasing volume ot investment requires an increasing > 
supply of money and if there is some quantitative limitation on it, tho ‘ 
rate of interest would tend to rise This would arrest a further increase 
m investment 

4 But an inelastic money supply is not tho only factor bring* 
mg about a halt to tho upMi mg As the economy reaches full employ 
ment and diminishing returns begin to operate, the prices would tend 
to rise 

C The rising prices would ultimately afhet the tost of produc 
tion nnd at this point tho marginal efficiency of capital collapses with 
a suddenness which my bo catastrophic 

The pessimistic attitude towards the marginal efficiency of 
capital brings about a reversal of the trend anil gives birth to tho 
downsw mg Tho downswing cannot also continue indefinitely First, 
in a period of depression there tikes pi ice disinvestment nr negative" 
urvestment Tn prosperous periods businessmen pile up heavy stocks 
of raw materials and in the early part of tho depression the 
liquidation of these stocks is an important cause of disinvestment 
When these stocks have been exhausted one reason for the decline in 
« investment is removed S condly th re aro at any tune certain 
1 projects of investment especially the renewal of plant for which funds 
hare been accumulated and which will be undertaken in any case 
Thirdly tin continuing dtpnssion may induce the state to undertake 
a programme of publ c works In these three ways a downswing may 
come to an erd 

Kevnes throws light upon a special feature of trade cycle 
namely that while tho transition from boom to s'utnp is violent and 
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guidon, that from slump to boom is very alow and gradual This, 
according to Keynes, is due to highly conjectural character of the 
marginal efficiency of capital. The estimate of the marginal efficiency 
of capital is based upon the preterit experience At tie bottom of a 
slump when the losses are so much more common tl an j refits the 
businessmen come to believe that no fonn of investment would yield 
any substantial return And a long time elapses before they can be 
persuaded through the n ecturcB like easing of credit conditions to 
step up the level of investment The mastering of the crisis thus 
lies in mastering the psychological crisis which is obviously a slow and 
gradual process As Prof Crowther has put it, ‘ The act of stopping 
a horse from drinking is necessarily sharp and sudden , to bring him 
to the water and persuade him to drink may ? e a much slower 
business ” 

Keynes has also explained the observed periodicity of the boom 
an 1 slump The boom would continue until the resources are fully 
employed prices rise and costs of production are affected The 
entrepreneurs would react to it by reducing investment — this is the 
beginning of the depression The period that elapses between the 
starting point of the depression and the beginning of the recovery is 
determined bv two factors (t) the time necessary for the wearing out 
and obsolescence of the durable capital, (n) the tim>* that elapses 
before excess stocks which accumulate towards the end of the boom 
can absorbed It would also depend upon the counteracting 
measures undertaken by the government Thus since the reversal is 
the result of an organic development and docs n"t happen by accident, 
it naturally follows that it takes approximately the same time to 
wojk itself out on different occasions Keynes estimates that the 
period of depression should not as a rule exceed 3 to D years m a 
modem industrial economy He suggests that these movements were 
more characteristic of the 1 9th century than they arc of the 20th 
During the J9th century the tremendous forces of economic growth 
maintained the marginal efficiency of capital at a level which taken 
in relation to the rate of interest was high enough to permit varia- 
tions between full employment and less than full employment In 
the 20th century the slowing down of factors like population growth, 
geographical expansion and the accumulation of capital has rendered 
full employment virtually unattainable in any economy following the 
traditional policy of laissez-faire The threat of secular stagnation has 
replaced the intermittent phenomena of business cycles 

POINTS TO REMEMBER 

1 Keynes has not furnished any complete and clear cut theory of 
trade cylf He merely attempts to shed light on some of the 
important features of the phenomenon of trade cycle 

2 According to Keynes the marginal efficiency of captt l ts the villain 

of piece The marginal efficiency of capital is a highly psycholo- 

gical phenomena} and ss subject to wide fluctuations 



MONBTAai XHEOar OF TRADE CYCLE 


95 


} The upswing is caused by a use in the mar gnu 
capital and the consequi nt increase m investment, 
come to an end on account of either a rise in the , 
or an increase m the cost of production 
4 . The dov.nsv.mg u caused by a fall in the matgmai ejjicienry of 
capital and the consequent fall tn investment. The depression 
comes to an end on account of the end of disinvestment and the 
compensatory public investment. 

SELECT READINGS 
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Q. 20 Explain the monetary causes of booms and depressions 
In industrial activities (Agra 1961) 

The trade cycle is a purely monetary phenomenon Discuss. 

(Karnatak 1960) 

Do you agree with the view that monetary causes do not create 
the trade cycle but merely function as an aggravating factor ? Give 
reasons for jour answer (Gauhati 1960) 

Discuss bow far the monetary theory of the trade cycle offers 
an adequate explanation of periodicity and the turning points 

(Delhi I960) 

How, and to what extent, can business cycles be explained in 
terms of monetary factors ? (Delhi 1959) 

Discuss the part played by monetary factors in the development 
of the business cycle. (Karnatak 1959) 

Discuss critically the purely monetary theory of the trade 

cycle (Allahabad 1959) 

“The trade cycle is a purely monetary phenomenon ” Comment 
if recent investigations into the causes of the trade cycle bear this 
out (Allahabad 1958) 

Ans A purely monetary explanation of the phenomenon of 
trade cycle was furnished by the prominent monetary theorist 
It. G. Hawtrey He propounded this thesis in a number of books he 
wrote , mention may particularly bo made of the following 
1. Good and Bad Trade (1913) 

2 Art of Central Banking (1932) 

3. Capital and Employment (1937) 

Hawtrey insists thatmon-monetary factors such as crop failures, 
wars etc. may breed a partial depression in particular sectors of tbo- 
economy but a general depression in the sense of the trade cvcle 
cannot bo induced by non-monetary factors alone. As Hawtrey has 
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put it, “The var ations in the effective demand which are the real 
substance of the trade cycle must be traced to changes in bank 
credit ”* Again, ‘ The trade cycle is a monetaiy phenomenon because 1 
general demand is itself a monetary phenomenon ’ 2 

In the business activity of every advanced industrial economy 
credit play s a crucial role But the credit system is highly elastic or 
as he has put it “inherently unstable ’ — it can be expanded or 
contracted at any time According to Hawtrey, this instahilily of 
the credit system accounts for the phenomenon of trade cycle As the 
bank rate constitutes the chief string of the credit system, the phases 
of the trade cycle depend upon the changes in bank-rate Hawtrey 
maintains that changes in the bank rate exercise a very significant 
. influence upon short term borrowing — the borrowing by ' dealers” 
who hold stock of goods with a view to be able to meet variations in 
consumer demand As the major part of their business is financed 
by borrowed credit they are highly sensitive to changes in the bank 
Tate 

The upswing of the trade cycle is brought about by an expansion 
of credit i e , by a lowering of the bank rate The sequence of events 
following a lowering of the bank rate can be presented thus 

1 The dealers are induced to hold a larger amount of good* 
They place orders for more and more of goods to the producers 

2 The producers experience a buoyancy of demand They 
also perhaps borrow credit from the bank and expand the scale of 
production 

3 The tendency towards expansion is transmitted from one 
group of industries to another With the expansion of output, 
employment and income also increase 

4 With the increase in incomes, the consumers’ outlay increa- 
ses and the dealers find their stocks depleting I here results further 
orders to producers a furthir increase in productive capacity, m 
consumers incomes and outlay 

These are two additional factors which aggravate the upswing 
First as the. economy tend3 to reach a state of full employment, 
pr ceh- begin to rise The speculative motive of the dealers comes into 
operation and t! rv nre tempted to hold larger stocks to sell at higher 
prices later Setoi uiy, the velocity of circulation of money tends to i 
mci ea^e both because of the briskness of trade and the speculation of 
the people Since the value of money gradually falls people readily 
spend idle balances which may be at their disposal 

In short a vicious spiral of inflation fed by a continuous expan- 
sion of^iank credit is set up 

1 Hawtrey, Capita! and Employment, p, 64 

2 Ibid, p 65 
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But the process of expansion cannot go on indefinitely The 
man made lin ltations lnmtatiors imposed b} law and custom are / 
brought into play The central bank in its anxiety to maintain 
price stability or exchange stability steps m and puts a check upon 
the credit system But since the process of expansion after it has 
been allowed to gather a certain momentum can be stepped only by 
a jolt there is alwajs the danger that expansion will not merely he 
stopped but reversed 

The dounswtng of the trade ejele brought about by a contraction 
of credit is no less cumulative tlnn the process of expansion The 
sequence of events m this case is — the dealers reduce their stocks, 
the producers experience a slack ng of demand cm] I03 mint output 
and income shrink and thus a vicious spiral of deflation is set in 
In the downswing the speculative motive-oi the consumers plajs a 
more important role As the prices arc 1 tiling dov 1 3 day (or value 
of money rising) the consumers postpone purchases 111 the hope of 
&ttaimng better term 1 * later and this aggravates the dtj rcssion 

The procc«s of contraction again cannot be permanent The 
central bank ultimately intervenes and starts a polity of expansion 
of credit This brings about a ret it al and tho period of revival is 
readily followed by a boom 

Why do the upswing and downswing occur at regular intervals ? 
Hawtrey contends that periodicity is not an essential ftatnre of the 
trade C3cle The Gold Standard was primarily responsible for the 
periodicity of the trade c3cle Ui der the automatic working of tho 
gold standard the length of the cycle was determined by the rate of 
progress of the j rocesses on which the cycle depen led the absorption 
of the currency during the period ot expansion and its return during 
the period of contraction Since 1914 the automatic mechanism of 
the Gold Standard has ceased to function and the j rev 10ns marked 
regul inty in the alternation oi periods of prosperity and Itprcssion 
has gone with the Gold St md ird 

In short according to the monetary theory the trade cycle is 
due to variations n the jurchasing power of the community As 
Hawtrey observes The trade ese'e is nothing but a replica of an 
outright money inflation and deflation ” And for the occurrence of 
booms and slu p the bankers are responsible in the ultimate 
analysis Indeed a single bank or banker cannot go verv far but the 
•; banking 8 } stem can If one bank or a group of banks expands 

credit other banks will find tlieir reserves strengthened and will he 
induced sometimes forced to expand too In this way a group of 
banks can carry w ith it the whole banking system 

How acceptable is this monetar interpretation of trado cy le ? 
Tho answer would depend upon wlnt Hawtrey ex ictlv means If 
he means tl at trade cycle cannot be explained without tho assistance 
of monetary factors, probably all would readily agree That money 
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is not & mere veil and it plays a significant role in determining the 
nature and level of economic activity is a commonplace view in the 
modem economies If on the other hand Hawtrey means to suggest 
(as he apparently does) that the monetary factors alone are sufficient 
for causing cyclical fluctuations it would be difficult to accept his 
theory on theoretical as well as practical grounds At best the 
monetary theory is an incomplete explanation of the trade cycle 

In the first place the superstructure of the monetary theory is 
based upon the crude orthodox Quantity Theory of Money As this is 
based on a host of unrealistio assumptions, the foundation of the 
monetary theory is extremely weak 

Secondly as has been rightly pointed out by Prof Harrod the 
theory does not touch the ong nating cause of the phenomenon of 
, trade cycle What starts the expansion or contraction ? What 
(forces induce the bankers to expand credit at one time and suddenly 
1 contract credit at another time 7 The theory does not provide any 
satisfactory answers to these crucial issues 

Finally granted that monetary factors are the sufficient cause of 
trade cycle it follows that the banking policy has a prompt and 
effective influence on the couree of the cycle This is not fully 
supported by monetary experience In 1938 for instance the Federal 
Reserve System of America earned the process of credit expansion to 
fantastic extremes but all in vain It did not have any appreciable 
influence on the busmess activity This suggests that the monetary 
theory ignores technological and psychological factors and forces 
which play a significant role in the causation of tl e pi enomenon of 
trade cycle 

In the recent literature on trade cycle the purely monetary 
approach of Hawtrey has bee i abandoned and more scientific explana- 
tions of trade cycle have been offered by Keynes Pobertson Hicks 
and many others According to Prof Hicks whose theory is the most 
widely accepted one the trade cycle can be explained exclusively in 
real terms without invoking the monetary factors 
POINTS TO REMEMBFR 

1 The purely monetary theory of trade cycle hat been advanced by 

Hawtrey according to whom instability of credit ts solely 
responsible for the cyclical fluctuations The upswing begins 

with an expansion of credit and the downswing with the contrac-^ 
lion of credit 

2 The upswing and downswing alternate on account of the tnlerven 
Iton of the central bank necessitated by law and custom 

y The periodicity is not an essential feature of the trade cycle The 
Gold Standard was responsible for the regilanty of intervals 
between the boom and depression 
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4 The mone ary theory tf at best an inadequate exp*. ^ 

trade cycle It does not explain the root cause of th y 
If the monetary factors alone are responsible for the 
the monetary authority should be able to control the & 
business cy le But thts is not borne out by experient, 
clearly tkat there are oher fictars nonmonetary «n i 
which art beyond the control oj the monetary author it) 
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Q 21 What is the relation of economic growth to fluctuations ? 
Do you agree with the view (hat the trade cycle is only a matter of 
the past ^ (Bombay 1960) 

Is it true to say that economic growth always takes the form i f 
cyclical fluctuations in output ? Examine in this context the Influence 
of the factors ol growth and the factors which troducc oscillations 

(Guja at 19>8) 

Ans Tho history of tho advanced capitalistic economics reveals 
that economic growth has been achieved throiuJi a sines of eviheal 
fluctuations. It would bo mon appropriate to contend that secular 
growth has not been seriously h impend by the recurrent ups tnd 
downs characterising tho course of economic dewloj merit if tho 
modem in lustnally advanced countries liv rg under a democratic set 
tip There rertainly have been serious disturbances owin' to the 
fluctuations of business and tho pioblcm of avoiding the ups end downs 
or tlio problem of economic development with stability has been en- 
gaging the mm Is of economists since long All tho anti cyi heal 
monetary and fiscal measures have come into existence because of the 
dosiro for stability within the general frame work of tho cipdahstio 
order 

The point to examine is whether fluctuations are inherent within 
the process of growth Empirically historical cv ulcncc suggests tl at 
growth comes about in response to the felt need of a community The 
fcnecd takes the form of a certain imbalance or (liscqu libimm in ft 
given situation caused by certain historical changes. in the set up anil 
m order to correct fcho imb dance a fresh wave of economic activity 
comes into existence Iho need is satisfied temporarily ami a nrtain 
passing equilibrium comes into existence This is only a shortlived 
equilibrium because no sooner the old needs arc satisfied new needs 
App n ar in their place resulting in the nppevrniicc of a new disequi- 
librium and hence, agun a fresh wave of at f ivity comes into motion. 
This process of transition from one state of disequilibrium to another. 
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through some intermediate stages of temporary positions of seeming 
equilibrium continues ad infinitum Vain, indeed has been the 
search for stability Clever historians find tint this process of 
■oscillation with the ebb and flow of economic activities is inevitable 
if humanity is to march towards higher and higher summits of 
growth Some theoreticians openly contend that balanced growth is 
nothing short of o. myth because it is totally contrary to all historical 
experiences On this basis has been drawn the inference that economic 
growth alwajs takes the form of cyclical fluctuations m output 
Lack of fluctuations is equated with a state of stagnation end decay, 
lather than with a st ite of Btable development 

The line of reasoning appears to be this. Growth has always 
been preceded by fluctuations and therefore, fluctuations are 
inherent in the pr iccss of grow th Fluctuations are not only inherent 
m growth but thev are responsible for growth There would be no 
growth at all without fluciu itions f H* re is one of the be c t instances 
of a vicious circle of reasoi ing on the l asis of a misplaced imputation 
of an effect to a wrong c iusc mistaking a shadow for the substance 
Fluctuations have not beer the cause of growth nor are fluctuations 
Inherent in tie process of growth — fluctuations in the cyclical sense 
of the term We e m cite instances of growth without fluctuations and 
also of fluctuations without growth Ihc example of Soviet economic 
growth is the best instance of development without the usual cyclical- 
fluctuations of a capitalist soc ety Similarly fluctuations baa a 
alwavs been there even in the backward areas of the world without 
•ever producing even the symptoms of growth Fluctuations have thus 
been neither the cause, nor tho consequence of economic dc« loj ment 
The} have been just a characteristic feature of the woikmg of the 
capitalistic order The end of capitalism w < uld also mean the end of 
cyclical fluctuations as we understand the jhenomenon today What 
should rightly be attributed to the capitalistic order has been 
wrongly attributed to the process of grow th 

Discoveries and inventions the development of scientific know 
ledge tl e application of knowledge to economic ends the evolution 
of basic propensities conducive to economic growth the overthrow 
of ideals opposed l nomic develop m< nt cconcmie ambitions 
propelled by military and political goals the instinctive lovo of com 
fort, luxury and a gl< nous living rolling in prosperity etc , which 
have been at the root of economic development, can by no stretch of 
imagination be attributed to fluctuations Nor have tho anti cyclical 
monetary ana fiscal me isures w idely under'ukcn m countries IiKo 
I ntain have cried a halt to further development If anything 
growth can get ahead much better without fluctuations 

This does not mean that trade cycle 13 only a matter of the 
pa3t Production un ler the rules of unbridled capitalism must 
•necessarily lead, to the usual economic fluctuations becittso of the 
retention of the causes which are held responsible for the ups and 
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downs Under-consumption, over saving, speculation, accumulation 
of inventories in order to tale advantage of a possible rise in prices, 
irrational projection of current economic trends into an uncertain 
future tlie unocct untable ebb ord flow of the waves of optimism and 
pcsumi'm the trratic behaviour of tlie etoih exchanges etc orelound 
to continue when production is carried on in nn unco oidinatcd 
fashion by a Kij,e number of individuals and when income dt\eh pe a 
natural tendency to get concentrated heavily in the hnt d of a small 
minority It is onlv when on agincy like tlie state emplovs contra- 
ry thc-il bi dgetary and monetary measure** tf at there is some potsi 
bihty of a reduction in the amplitude of the fluctuations Even a 
limited state intirfircnic low ever is strictly spi aking against the 
rules of tlio game Iv<n with an all a igilent stale set against 
fluctuations one could not n'sirt with confidi nee that trade cvcles 
would be onl\ a matter of the past Even with an intcgiattd fiscal 
and momtary policv tl o state might not burnt d in urojhtely 
eradic itmg trade cycles because in a prcdommcntlj capitalistic order, 
tho proportion of the economic activities which tho state could 
influence by its own polio might not be really very significant Soj 
long as the lure of profits continues economic activity is bound to 
boom despite the rules and regulations of the state It is of course, 
wdl recogni cd t lint taxation public expenditure government grants 
and subsidies public debts, bank rate policy of tho central bank, 
credit control open market operations etc can exprciso a good deal 
of mflucnco tn directing the activities in the pm ate sector of the 
economy This is all the same no guarantee that the slnto would 
succeed incompletely eliminating trade cycles sons to justify the 
Statement that ‘trado cycle is now a matter of the past ’ 

Wo may draw certain lessons from trade cycle theories for 
understanding the problems of growth of the backward areas but 
basic illy the two problems appear tn be radically different In spite 
of a good deal of the scratching of the brains economic theoreticians 
have not been in a position 60 far to evolve a univer 0 Ulv acceptable 
theory of growth Tho ‘Wealth of Nations tlie Net National 
Product” the ‘National Dividend” tho ‘National Tncorne”, as 
cxplmred by Smith Marshall Pigou and Fisher could be tnken to be 
older theories of growth During the last twenty y ears, there has been 
« plctho-a i f literature on economic growth The days of Schumptcr, 
W cber and Marx nro al o gone We now have in tho field, among 
{ many others, Lew 14 ICuznets, Rostenr Colin Clark etc, but none 
of them has been able to evolve a rounded theory of development 
There is however a pood hope that out of the fermentation of 
thought brewing at present something concrete might emerge If 
one hopes to understand the problems of grow th merely by under 
standing the problems of fluctuations, one is very likely to bo rudely 
disillusioned The problem of fluctuations appears to be just a minor 
fry in comparison w ith the bigger problem of economic development 
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POINTS TO REMEMBER 

1 History of capitalism meats that growth has come about despite 
recurrent economic _ fluctuations 

2 Growth and fluctuations — u hat is the cause and what is the 
consequence ? Is there any relationship between the two > 

} What are the conditions for growth 7 Can we attribute the Jut ' 
fitment of these conditions to economic fluctuations } 

4 The fallacy of before this, and hence , because of this ' 

j Integrated fiscal and monetary policy ta avoid trade cy les — ‘ trade 
cycles’ could not be a matter of the past 

6 Factors that influence growth — different theories 

Q 22 Explain the relationship between the general level of 
wages and the rate of economic progress, both in advanced and under- 
developed economics (Gauhati 1960) 

Aps The rate of progress of a given economy obviously 
depends on the extent to winch progress promoting factors find fulfil- 
ment and obstacles to growth are broken During a period of rapid 
economic progress income rajsirg factors excrcnc a massive influence 
over the income dejres«wg factors in such a way that in successive' 
periods of growth the productive c pautj of a given cconon y goes on 
increasing in a cumulative procc s '1 he most distinctive hall mark 
of progress i® the improviment in the productive crpacitj of a 
community wli ch enables more and better of production at 1 ss and 
less ot cost as a given economj moves onwiid on the path of progress 
Improvement in productive capacity w 1 ich one could take to be the 
most reliable indicati r ot progress could Ic bici gl t abou‘ cn tl c basis 
of better techniques oi production dscovtrj of new mource*, 
improving efficiency of labour, accumulation ol capital di^covciyof 
new markets an improvement in the terms oi trude a progress 
oriented change m the governmental administration etc It is awfully 
difficult to aitnbute economic progress to any one particular factor as 
such cspemllv so, because of the historical experience that economic 
progress in difl<*rent advanced areas of the world has been, brought 
about due to i variety of antecedent circumstances 

Prcsci tly our task is to isolate the relationship between the 
general level of wages and the rate of economic progress both in t 
advanced and ui dir developed economies lie have defined the rate 
of economic prrgrp®s to mean tie rate of improvement in the 
product i\ e c« j i itv of the com mum tv Therefore wc hav e to examine 
♦JjR-vJatinnshjj, U tween, the. grnewl. lev el. of w aigiaarcLtbp. ijnqmye 
ment in the pr iilu ue capacitj of the economic sj stem in (a) an 
advanced ecoionv rndtb) a backward economy Tuithpr, this 
relationship between wages and economic dev cloxmcnt could best be 
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examined by sifting the connection between the several factors which 
promote development and the general level of wages \\ e li ve al o 
to appreciate how certain chai ges in the general level of wages would 
help tow ads breaking the ol sUcles to giowth Our ex unination of 
the problem would obviously proceed on the assumption that the 
economic mechanism m question is to operate in accordance with the 
rule of a fiee society 

y In an advanced econrmj progress implies not so much a distract 
improvem nt in the productive capacity which by definition baa 
already reached a high level as the full utilisation of the capacity, I 
already brought into existence May it be noted that this d not 1 
ad imbra'e that a further improvement in productive capacity is no 
progress for an economy, nlri ody dcvclojed All that it implies is 
that the advanced economies are rnoie concerned with the problem of 
stabilis ition of employment and production r vther than with the 
task of raising prod ictivo capacity from the boat straps* as is the 
case with the backward economies We therefore have to examine 
the relationship between the general level of wages and the problem 
of stabilisation of tho working of the advanced economics at a high 
level of productivity Incidentally u reference could also be made to 
the question of further improvement in the productive capacity of an 
advanced economy The Keynesian school of thought has done a 
thorough job in thrashing this problem in all its details and we could 
do no b“tter than picking up the principal strands of reasoning, 
advanced by Keynesi vn order to un lentand tho relationship between 
the general level of wages and economic progress 

For an advanced economy progress mainly implies stabilisation 
and stabilisation depends on the continued unfailing maintenance of 
aggreg ate demand for commodities as well as for factors of production 
at a level of full employment of the resources available at any 
particular point of time Maintenance of aggregate demand at a 
high level is the key to piogrcss so far is the advanced economies 
are concerned We have therefore to examine the relationship bet- 
ween the general level of wages and the maintenance of aggregate 
demand at a high level The role of vvages could be examined from 
two angles— (a) from the view point of the employers who regard 
wag-'s as a significant item of cost and ( b) from the view point of the 
workers who rtgard vva D es as the sole source of their income It is 
the jib of the economic analyst to nnprcctate both the view ponts 
* and co ordinate the tv o Irom the angle of the w orking of the economy 
*aa t* wholo 

In the capitalist societies high wages have always been regarded 
a hindrance to pro rc s bccau e ol tho eternal conllici between capital 
and labour and be mse of th" mistaken belief ot the capitalists that 
the lower the v a cs th** greater the profits The capitali ts 1 ave 
looked upon wag s as no more than irksome costs to be suffeied on 
the score of inevitability ft is not only the capitalists but ev n soma 
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of the top rankirg economists l ike Pi gou who held _t hat unemploy- 
ment could b explained, by and large in terms of wage rigidity 
Given a cert tin amount of wage flexibility they thought, full 
employment would automatically be ensured and the economy would 
function sm >othly without any hindrance ihis snu ' belief of the 
pre Keynesian era was totally blown up on the publication of the 
General Theory m the year 1936 Wages constitute not merely 
cost to the employers but they are the main source of demand fors 
production There is a depression of demand if wages he low because *; 
it is the wtge earners who have a high propensity to consume It is 
now widely accepted that _reat inequalities of wealth and income, 
accompanied by the low propensity to consume of the rich is mostly 
responsible for the chronic deficiency of demand and hence the 
instability of the capitalistic order The remedy for instability is to 
prevent a fall m demand which in turn could be ensured best by 
upgrading wages and stimulating consumption Over saving or under 
consumption theories of trade cycles hold that sagging demand could 
be buttressed only by stimulating consumption and investment in 
such a way that the total expenditure of the community would be 
enough to absorb all that has been produced Harrod hns pointed 
out the dangers of over investment which more or Jess permanently 
raise the productive c pacit\ and impose the necessity of a corres 
ponding order of repetitive expenditure if durable imestnients are to 
be continuously utilised The danger of under utilisation of capacity ia_, 
inherent in all advanced economies unless w ages are kept at a high ' 
level so as to ensure unf tiling demand Progress in the advanced 1 
economics could be ensured by i better distribution of income which 
in turn could best be done by reducing the 'izc of profits rent and 
interest m relation to wanes llio cdvanccd economies are not likely 
to be faced with the problem of a shrinkage in the mvestibte funds 
of the community due to a n«e in w ages There is such a surfeit f of 
eapital m the advanced economies t! at the economic t] c< nticians 
think in terms of accelerated dcpieeiation in order to keep the doors 
open for further investment 1 The problem in the backward economies 
is exactly the opposite 

Tn the underdeveloped areas of the world the principal 
obstacle to growth has been the chronic shortage of an invertible 
surplus accompanied by a technological! ackwardncss low efficiency 
of labour the predominance of primitive primaiy occupations result- 
ing in a constant under utilisation of the known resources let alone 
the fact that the resources of these arias need to l e furtl er exj lored— 
The relationship between tligeieral level of wages and cconcrouf 
progress is more diffi ult to examine m the context of an m der 
developed situation than in the case of the ed\i need econcmies There 
are quite a few conflicting strinds of thought It is argued that 
wages in the initial eta 0 es of growth of a backward economy must 
be kept low m order to release os large i size of the national 
income os possible to form the mvcstiblo snr] )us which is pointed 
out to be the condition for growth A good deal of historical evidence 
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from the early stages of grow th of the currently advanced economies 
is proffered in support of the thesis 1 1 it high wages m the early 
stages would bo incompatible with the requirements of a grown g- 
economy High wages would rcduco the size of tho inacstible surplus 
and thuB would hamper the rate of grow th of the eeorioim It is 
also pointed out that labour in the pre industrial situation is by and 
Urge inefiicic it and hence wages must also bo low because of the low 
productivity of labour In tho 01 or populated under developed 
jountries of tho world the supply of labour esj ecially unskilled 
oabour is so much in excess of demand that tlio general level of wages 
is ridiculously low 

It is often said that thete is no incentive for investment in a 
backward economy becauso of the general lack of demand 
The general lack of demand is partly duo to tho low lovel 
of wages Labour is of a poor quality pninaniy due to flu, low 
levels of living of tho workers iicci'sitnttd by low wages Marginal 
productivity of the workers is low bccjuiM* of not o« ly tbe inefficiency 
of labour but also because of technologual backward! css and 
inefficiency of management 

There i* * 1 1 1 c gamed by w *y of added investililo surplus 

by cutting Uuwn wage® It would furtl e itduce the efficiency o 
labour Much could be gamed by cutting the superfluous consump 
Cion of the rich to add to the mvestiblo surplus In a backward 
situation there js a much greater shoitngo of tin human capital 
rather than the physical i ajutal Wo can neaei 1 ope to build up the 
necessary human capital unless wo ensure at least a living wage As 
it is the general level of wages m much too low to permit workers 
to build up their health arid skills winch is the vers found tion or 
progress 

POINTS TO REMEMBER 

1 De/in ilion of progress — rt’-rocement in producing c i pcc ty 

2 Factors that promote and tho c that hamper economic progress 

3 In an advanced economy the conception of progress implies 
more a matter of st b mnp cconrmic activity and not so 
much a haste improiement tn the productive capacity 

4 In a backward economy, growth has to start from the "grass 
foots ” 

5 J n a developed economy ‘ u ages' it ovld be the mam ovree of 
demand f alia »ous conclusions could be draw n by looking upon 
Magts merely as 1 costs'* 

6 There are good many gaps tr a situation of under d tefepmert, 
the most important if uhch is Inman capful Wages are 
closely concerned with the construction of human capital 
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Q. 23 Exam ne the view that integration of monetary and 
fiscal polities is essential fora policy of development with stabil fy 

(Gujarat 1959) 

Formulate a monetary policy for 'an underdeveloped country 
aiming at planned economic development. (\\ BCS. 1958) 

Ans Development w itii at ability is really an excellent goal to 
aspire loi, since tlx re is certainly no joint in Jivii g eoi stoutly trder •, 
tho threat ol mst ibility, having once attained to a Jngli stage of 
■develojin int llic d< pittsion ot I*i29 has left in ek hhle scars on the 
minds of the cconcxniRts, politicians and tho business people alike 
especially of tho indueti ulv»ed countries of the West. Lvcn today, 
vve hud tint tho USA is ceaselessly obsessed with tho ft ar ol a 
possible Hussion m business, resulting in all the usual honors of 
6hiinkuig prifite, increasing unemjiloymcnt, falling incomes, dwmd. 
bug deniand which push the icinomy down the ste ep slope of a 
depression How to pnstne the lasic frame-work of the cajutahstio 
order and jet, ensure a smooth and stable period of ptosjicrity lias 
been a challenging question to the economic ikeorclicinns and 
votaries of democracy ever since tho days of tho histone depression. 
The socialists argue that instability is inheient in tho capitalistic 
economies because of the lack ol overfall co-ordination, great inequa- 
lities in the distribution of wealth and incomes which must necessarily 
lead to a shnnkago of aggregate demand owing to tho low' purchasing 
power of the vast majority of the poor classes, tho necessity for the 
rich to save o considerable proportion of their incomes because of 
thur attaining to tho j>oit t of sAtiation so far os consumption is 
concerned and hence, a high jiropensity tosavoetc. Moreover, a 
certain amount of instability is inherent in producing for an uncertain 
market, in nntii ipation of a future demand The socialists believe 
that there is no cecapo from uwtability, short of a total over all 
pi inning which brings about a coordination of the activities of 
numerous individuals in the interests of the society as a whole 

The Keynesian school of thought haB brought forward certain 
novel proposals winch strike a compromise between absolute laisset 
faire on the one hand and total over-all planning under a totalitarian 
regime on tho other Those proposals arc embodied in their monetary 
and fisial plans to rcgulito tl e working of the econcmio mechanism 
without the fear of the pit f ills anting out of the 1 nsjness cycles 
These proposals usually go by the nano of contra-cyclical budgetary 
and monetniy polity 

Inxati n public expenditure, administration of governmental 
loans, public works governmental grants and subsidies etc foim a 
part of tho fiscal policy of (1 « state Monetary policy covers the 
■rep lVa'iitm tf Vm- mimVcnfr tif mVm'st, -i rtf- tn-dAwrAv^, «prw 
markc t policy, ditem m itirn of the quintity of currency and coins 
in circulilum etc Monetary policy ard fiscal policy rrn m ly 
epcaking not two totally independent schemes which work on their 
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baying of shares etc are some of the anti depression monetary 
measures In the face of sagging jirices and dw indling profits, these 
measures might not suffice to fill the entrepreneurs with a robust sense 
of optimism to inspire them to mten o economic activity so as to 
combat the onslaught of a depression 

Monetary and fiscal policies u Inch might pros e ineffective taken 
independently, have to be integrated into a coherent single scheme 
so as to ensure development with stability It is obvious that a 
multi frontal intensive attack should be much more powerful in its 
operations than a unilateral fiscal or monetary policy Moreover, 
there is a certain amount of complementarity between the two sets of 
measures and hence, both have to be taken together The state can 
give a general direction to the course of the economy by its own fiecal 
and monetary p< licy, especially so, in the advanced economies 

The fiscal and monetary measures envisaged for an advanced 
economy during a state of depression have to be duly intensified in 
the case of an underdeveloped ecoromj aiming at a planned pro 
gramme of development Tho adv meed economies are bothered about 

• having attained to a high stage of growth The backward 
economies have to deliberately design a clean break with a state of 
stable equilibrium at a low Iciel of production and consumption. The 
process of development deliberately disequilibratefl the economy in 
ordi r to build up additional productive capacity A planned pro-, 
gramme of development necessarily implies an ever increasing 
expansion in the sphere of the state and hence, a corresponding 
increase in the fiscal and monetary activities of the state 

Where planning is partial as in the case of India, the fiscal and 
monetary policies have to be bo framed as to encouiage large scale 
investment especially in tho strategic sectors of the economy Taxation 
must not discourage investment must curb unnecessary conEump-' 
tion , must discourage functionlces imports must regulate the 
pattern of investment Monetary policy should also seek to achieve 
the goal of increasing investment into desirable channels 

There has to be an integration of fiscal and monetary policy 
with the aims and objects of a planned programme of del elopment 

POINTS TO REMEMBER 

J 77i< inherent instability of the capitalistic order —recurrent 
periodical crises— the threat of a depression always round the 

corner 

2 The Keynesian diagnosis of the malady 

3 The components of a fiscal policy — taxation public expends 
ture, public loans etc 

4 77ie comti uents of a monetary policy— bank rate policy, open 
market operations liquidity ratio of the banks, policy of the 
central bank towards money etc 
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5 Contra cyclical fiscal and monttar 

6 The n'e of money in promoting 
planned basts 
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Q 24 Show how ard to wl at extent v ** 

[ used to promole economic development 

Discuss the relation of money to economic 

udjarat 1958) 


Ans To what extent morctarv policy could be bent to subtree 
the ends of economic growth is a question of great theoretical import- 
ance and immense practical significance especially to the under develop- 
ed areas of tho world During the last twenty years no single topic has- 
engaged the minds of eminent economists all over the world as the 
problem of economic development of the backward countn s covering 
between themselves about two thirds of the human race The 
problems confronting the under developed arc'll? of the world are fo 
grave that all wav s and means must be explored m the direction of 
promoting a rapid economic growth Jn order to emancipate billions | 
of members of the human society from tl e Ftrangulating hold of 
extremely low levels of income 

The advanced countries of the world have found by expenenco- 
that monetary policy could be employed to liberate their economies 
from the cyclical ups and downs Economists like Keyne a Hansen 
and berner have convincingly argued that there is a possibility of 
stabilising the working of the capitalistic order just 1 y manipulating 
monetary and fiscal policy without c enously interferu g with the rulc-v 
fo a free society They have prescribed preventive and curative- 
monetary measures to avert violent fluctuations in the advanced 
economics Their diagnosis as well „s prescription is obviously based 
on tho expenenc- of the industrially advanced countries Perhaps, 
by analogy, the question has now come up as to whether monetary 
policy could also ho manipulated to j remote the economic growth of 
the backward areas 

There are economies and economies which could be called under 
developed and it is rather dfFcult to examine fie relationship 
between monetary policy and economic dev elopment in a general way, 
covering backward countries with < ifferent degrees of under develop- 
ment, due to v v anety of dwtinct economic and social antecedent*, 
of their own IVhat immediatch matters law ever for our purposes 
is the extent of monetisation m a given ecom my Monetary measures 
could be expected to ev oke the intended r sponets to the extent that 
the l ackward economies 1 vve been monetised Money could j lay a. 
sigmGcar t role to the extent that production d strihution, 
consumption, saving and investment are guided and 0 jrerned by the. 
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influence of mofiey This is by far tho most important condition for 
tho eucce&skft manipulation of monetary policy 

jf\w under developed economics are characterised by the 

ence of a predominint primary sector comprising the extractive 
/industries like agriculture, forestry and fisheries which are hardly 
monetised Subsistence farmers who are numerically the largest 
produce prim inly for the consumption of their own families and the 
village artisans tngage themselves in some economic activity mainly 
for barter The wants of the vast majority of the rural folks are 
awfully meagre and hence the need for exchange especially, n 
terms of money arises only for a few bisic commodities like salt and 
kerosene It is found, for instance, that in a typical Indian 
village exchange in terms of money is confined to about only 30% of 
the requirements of the villagers, the rest being satisfied by the 
farmers on their own The point to notico is that the seopo for 
monetary manipulation in order to promote economic development 
gets severely restricted in the context of a typical under development 
situation in which money plays only a minor role The application 
of monetary policy postulates a highly monetised economic system 
like the ones that we find in the industrialised economies of the world 
in v >\ ich production assumes the usual form of M C M'— investment 
of money by the entrepreneurs (M) in order to make more of money 
(M ) by producing commodities m anticipation of a future demand 


rt is doubtful whether manoeuvring of monetary policy _could 
be of much avail in the non monetised subsistence sectors of the 
under developed economies Commercialisation and monetisation are 
th< basic preconditions for money to play the normal role which it 
usually plays in the advanced countries The m ilady with the back- 
ward economies is far more serious and deep rooted than with the 
advanced economies which periodically experience the ups and 
downs of business Having built up a high lei eJ of productive 
capacity the advanced economies run into occasional difficulties due 
to the anarchy of planning and the rashness of the expectations of the 
entrepreneurs Tne monetary mechanism can be manipulated to 
pull an advanced economy out of the morass of business cycles 
because the basic requirements of production are already there and 
what ts lacking is a lack of eo ordination In a backward economy 
there 13 a scarcity of capital technical know l°dge and organisation, 
dearth of helpful attitudes an d a -•hort.tge of a/most every thing 
except perh ips, unskilled labour and uncxploited resources Over 
head facilities arc awfully scarce and this acts as a disincentive for 
any sort of enterprise 

It is not easy to hi! the basic jran in a situation of under 
development meiely by pulling the monetaiy wires Should a people 
be devoid of entrepreneurial ability bow are we going to remedy the 
situation by devising an appiopriate monetaiy policy 7 It the 
institutions of a given community are antagonists to the spirit of 
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progress, how are wo going to change tlio institutions and change the- 
attitudcs of the pcoplo hy designit g a suitable monetary policy *> In 
the over populatod under developed area*, if marriage be universal 
because of religious injunction and if people have a basic faith in 
uncontrolled reproduction how are we to cl angc their faith by a 
mon elary policy ** If there I>e an acute shortage of real capital, how 
are we to bring that capital into existence, by manipulating monetary 
policy *? If the parents refuse to ^end their children to school 
because of t^eir own fool hardy ignorance, how are we to change their 
attitudes by a suitable monetary pohej “> It seems monetary policy 
must end in a fiasco m the non monetised economies of the world, if 
one hopes to promote the economic development of such an area 
merely by devising an appropriate monetary policy 

Pessimism however, would gradually fade into optimism with 
increasing monetisation and with increasing significance of production 
for exchange rather th m production for person d consumption The 
monetised sector of even a backward economy can be greatly regula- 
ted in tii© interest of economic development by devising a suitable 
monet »ry policy A lowering of the bank rvte foi instance ig likely 
to make money cheap and other things hung equal this might hung 
about an improvement m the marginal efficiency of capital provid ng 
an incentive for more of investment The open market operations of 
the central bank of a backw ml country could si o 1 c so m mipuhted 
as to make the money in ir] et c isy If tins lead-, to a mi» direction 
of investment the central bank could aj ply selective credit controls 
60 as to direct investment into desir ible ch nmols In fact iredit 
policy of the t inks plais a deci-m. role >n tlie economic dev rfoj ment 
of a country and banking policy is largely subj ct to the overall 
supervision of the centr il bank of a country I he ittitudc of tho 
cenlral bank towards credit rontrol js a part of the monet rv policy- 
of the stvte Th» eentnl bank could certainly exercise ncertun 
amount of contro' over the private industrial and conimcrnal bulks 
in the interest of economic development F liallv the quantity of 
money in circulation is eventually determined by the monetary 
policy of the Stite and this has i profound influence on the economic 
development of a country 

Monetary policy as generally understood in the industrials d 
countries of the West cannot by itself achieve anything revolution- 
ary in promoting the economic development of a backward countrv 
unless that country possesses a significant monetised sector Money 
policy, taken in conjunction with a planned programme of growth can 
go a long way m breaking tho barriers to growth 

POINTS TO REMEMBER 

I Monetary ardfi cal pol cies have 6 cn employed in the advan- 
ced economies to curb the amphtud of cyclical ups <i> d downs 
Can u>* use monetary policy to promote gn,mth as well ? 
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ilO 

2 The sole of money \n a typically n on-monetised bockuerd 
area. 

3. Production for subsistence is different from production for 
exchange in terms of money. 

4 Monetnation «s a necessary condition for the useful emploi n ent 
of monetary pof cy to promote giounh 

5 The contrast m the rr cladits of an jdvanced and an un<f<»- 
developed situation 

6 Limitations of monetary policy m an under-developed area. 

♦ 



SOME IMPORTANT QUESTIONS 
WITH SYNOPSES 

Q 1 \> hat do you mean by ‘full employment’ 7 Discuss how 

this full employment can be secured (Gauhati I960) 

N\hat do you understand by ‘full employment’ 7 How far »s t 
possible to attain it through monetary measures 7 (Allahabad 1959) 

\\ bat is full employment ? 2 low far is it meaningful concept 
in regard to an under developed economy 7 (Bombay 1957) 

1. The concept of ‘full employ men t’ is often mwu'Ktl and 
in iMimht stood Tull unplovn ent lo le sun, dor* not 
refer to a situation wluro nil l ihomcrs tiro fully cmplovcd 
and there is aba dutcly no ununploye l labour In fact, in 
every economy and at auv time there is bound to bo som® 
amuint of unomploy incut tau«ul by “frictions* These 
frictioiiB may bo teclmologu ul changes, chances in taste* 
and habit 8 of tho consumii*, scarcity of equipment aid 
f«r mnten »l* in pirticul »r linn of production etc The 
unemployment emsed ly tin sc fictors is des< riled as 
‘friction d um inployinent ’ the frictional uncmploy nu nt 
is not i serious problem os by their very nature the 
“frictions’ ore temporary aid given sufficient time the 
friction d uncxnplov mi nt would dmjpcnr Stnctly epcal mg 
fnctionvl uncnipl lymont is not rogawkd as unemployment 
nt Ml Tims full employment is compatible with a certain 
amount of friction il uilcmplovmcnt 

2 By the term ‘full cmplov meat’ Keynes implies the absence 
of ‘ mvohmtnrv uneniplovmcnt ’ ‘Men are nvoluntardyl 
unemployed if in tin event ot a small rise in tho prieo of 
wage goods relatively to the money wage both the ftggre ( 
goto supply of 1 ibour willing to work for the current money 
w age and the aggregate dem uid for it nt th it w age would bo 
greater than the existing volume of employ nent * (Keynes, 
General Theory p 15) in otlur words in a state ofmvolun 
tnry unemployment, labourers being under a “money- 
illusion nr*, prepared to accept a cut m real wages 
although thev iniy resist a cut in money wages so that 
nggrcgitp emploament would increase A situation of full 
cmplovmcnt, on the other hand refers to otio where overy 
fall in real wages leads to an exactly proportionate increase 
in money wages so that employment docs not mcreaH As 
Keynes has pat it full employment is a situation “in which 
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aggregate employment is inelastic in response to an increase 
in the effective demand for its output ” 

3 The Keynesian concept of industry is inappropriate m the 
context of the underdeveloped economy In the Kejnesian 
sense the underdeveloped economy is m full employment 
equilibrium For the phenomenon of involuntary un 
employment which is characteristic of the advanced indust- 
rial sector is of little significance in a predominantly 
agrarian underdeveloped economy The type of unemploy 
ment which is peculiar to the underdeveloped economy is 
the disguised unemployment’ widespread m the agricultu 
ral sector Disguised unemployment refers to the surplus 
labour whose marginal productivity is nil so that by' 
utilising this for some other purpose the total output can 
bo mere wed In the context of the underdeveloped economy 
full employment must be defined as a state where disguised 
unemployment is absent In this sense, full employment 
means a situation where any further employment of labour 
would bring down the marginal productivity of labour 

4 Employment can be increased by the use of monetary 
policy to some extent A cheap money policy increases the 
profitability o[ investment If investment mere ises output 
and employment would ilso increase liut Koynes and 
Ilansen arc doubtful if full employment can bo attuned 
through monetary measures alone The monetary authority 
can influence the rate of interest only but it cannot 
influence the marginal efficiency f capital which is a 
psychological factor and is a more important determinant, 
of investment 

0 Keynes and his followers like Hansen Kurihara and Lcmer 
have suggested i dyn unit fiscal policy for the attainment 
of full employment Tn the first place the tax rates 
shoul 1 be reduced for the poorer sections and mere Bed for 
the n her sections A more equitable distribution of income 
would increase consumption and thereby promote invest 
ment and employ ment Secondly, the public investment 
should be stepped up The public investment may be 
financed either through tl e creation of a budget deficit or 
by printing new money 

Q 2 Examine the possibility of the maintenance of full 
employment in a free enterprise society by monetary policy alone 

(Delhi I960) 

Critically examine whether a sound monetary policy alone can 
bring about economic stabilization (Rajasthan 1959) 

1 fn a mature industrial economy which has already attained 
a high level of income and full employment, the fundamen 



QUESTIONS WITH SYNOPSES 


US 


tal economic problem is to maintain stability Is it possible 
to mnntain the stibility ot income and employment by 
monetary policy alone 7 On the basis of the theory under 
lying monetary policy and from the point of view i f the 
practical experience of the capitalist economies with the 
instruments of monetary control during tho last three or 
four decades the answer would appear to be in the ntgitiae 
Unless monetary pol cy is supplemented by fisc il policy, it 
would bo too weak to ensure stability in a free enterprise 
economy 

Monetary policy seeks to influence the le\ els of income and 
employment via changes in the aggregate consumption 
expenditure and aggro ate investment expenditure through 
changes in the volume of credit in the economy The 
volume of credit is only one of tho m my factois influencing 
the level of economic activity not the sole factors deter- 
mining it Tho credit his only an indirect influence upon 
the levels of income and employment For instance in 
times of boom or inflation tho centril bank may raise the 
bank rate with a view to bring down the price lea el But 
if the businessmen ar» optimistic alout tho future pros- 
pects, a mere riuo in tho bank rite wo ml bo too weak to 
put a cheek upon tho ruing level of investment Similarly, 
in times of d presston or defl ition when tho businessmen 
become pessimistic ibout tho future prospects they cannot 
bo induced to rauo tho loicl of investment by a mere 
lowering of the bank rate Likewise tho success of the 
policy of open market op~r ition* doptn Is upon the desired 
reaction of tho public and the b inking system to tho central 
banking policy In time* of boom oi mfl ition tho central 
bank is supposed to reduee tho volume of credit by selling 
out securities in the open mirl et The policy would bear 
fruit only if the comracrcul banks and the public ar 
prepared to purchase securities and part with the liquid 
codh Similarly in times of depression or deflation tho 
open market policy would be successful only if tho ban ca 
and tho public are willing to sell out securities to tho 
central bank Tbii3 from tho theoretical point of view tho 
weapons of monetary policy have only an indirect influence 
on tho levels of incomo and employment. 

3 The theoretical doubts about tho efficacy of monetary- 
policy are confirmed by the practical txpencnco of tho 
thirties During the depression of the thirties tho central ' 
banks carried the process of credit expansion to fmtastic 
extremes hut without any noticeable impact on the level of 
economio activity Tins mode it abundantly cfeir that 
economic stability cannot bo maintained bv mere monetary 
manipulation 
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4 The tools of fiscal policy arc much more direct m their 
effect upon tl e levels of income and employment 
policy does not have to depend upon the psychological 
re clion of tl c 1 aihing system or tl e public for its success 
ful operation In times of deflation or depression, tbs 
metlodofckfii.it sj tiring or pul lie investment directly 
raises tie level of vgi gate investment in the system 
which has a multi] her effect upon income and employment^ 
Similarly in times of boom the creation of a budget t 
surplus directly re luces the level of aggregate investment ' 
Tie volume of consumption expenditure can also more 
easily he regulated 1 y fiscal policy In times of inflation, the 
aggregate spending can bo directly reduced by raising the 
tax rates and the reverse can be done to increase the 
aggregate spa ding in times of deflation 

5 In mo*t of the free enterprise economics monetary polity 
has been rele^ lted to the background It is used ns an 
instrument of stabilization in conjunction with fiscal 
policy 


Q 3 “The possibility of underemployment cqn librium Is 
largely a matter of a sumptions regarding shapes of thejtralegic / 
fund ons Elucidate 1 * * * * * 7 (Vcnhatcswara 1960}? 

To what extent is the hevnesian theory of underemployment * 
equilibrium consistent with the classical theory of full employment 
equilibrium 7 (Allahabad I960) 

‘Inherent in the free functioning of a capitalist system are 
forces leading it to a permanent low level of underemployment cquili 
brium ’ Discuss (Karnatak 1959) 

Why can a classical economist not admit that cquili 
brium can exist without full employment ? How does Keyces prore 
the theory of under employment equil brium 7 (Mysore 1956) 

1 According to the classic vl economists unemployment w 

mcomp&til le with competitive equilibrium This assertion 
is based uj on Say a law of Markets which states that 

every. supply creates its own demand nnd therefore a 

general overproduction or a chronic mass unemployment p 
unpossil le Under conditions of free competition if 

any time the supply of a commodity is greater than i P 

demand its price will automatically fall until supply t is 

equal to dem&i d l abour is also like a commod ty If 
the supply of labour is at any time greater than ita demand 
there would be unemployment But under perfect ccmpe- 
tition the ui employed labourers will compete for jobs and 
their competition would lower the wage rate to the level at 
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which supply of labour would again be equal to demand 
and unemployment would be wiped out In the *ome way 
if the savings an, at any lime greater ill in iu\ t&tmcnt the 
market rite of interest would fall until tnonct iry equilibrium 
is re tored 

r Accordin' to Kejnes the cl is le i! theon !•* an ovirsimph 
fieition of lealuy K a ncs conti nd» ihit full < mj l v\ nunt 
far from being anoinnl t atutu ot tlu i »pitnh«t economy 
is an exceptional case On account of ccrnun teclmn 'll and 
institutional factors mhtrciit in the cay itah-i structure of 
society chronic nndert mploy ment cqmhbuum is the normil 
situation A state of full i nq loy nu at is merely a deviation 
from tho underemployment equilibrium 

3 Keynes contends tint un< niplov ment is not due to wage 
rigidity as tho classical economists a. «crt but due to the 
dcficienev of efftetive dcmiml anlhincc he smntion of 
unemployment is not corrected li\ a mer< fall in tho wage 
rate Simdarly the *a\ mg aiul invcstmci t functions are 
not perfects re^pon we to cl augos m the rate of interest 
is the e’assu al eeonnnmts n Mime 

4 According to Keynes chronu iinctcrcmplovment equilibrium 1 
arises on account of the peruh vr shapes of tho investment I 
function consumption functu n and the liquidity function I 
Tho liquidity Inaction i«, highly mtuasttlistic— the/ 
demand for mom ^ io» speculum motive is highly res- 
ponsive to changes m the i ate of interest At a low rate 
of interest the demand ft r mom y 1 eeotucs perfectly elastic 
This means that tho rite of inter<«t doi a n > lull and can- 
not be reduced below a certain minimum ihe classical 
iconormsts on the other lmml assume l tint demand for 
money is only income el as tic and interest elastic 
Secondly the classical economists ns umtd an interest- 
elastic *a\ mgs or consumption function I»ut Keynes 
assumes an income clastic consumption function He con 
tends that the marginal pioj m ly to consume in less than 
unity and as the level of aggregate national income rises, 
the marginal propensity to sum mere isos and the aggregate 
savings tend to exceed apgngati investment 

According to the classical economists, the level of invest* 
ment depends solelv upon the rite of mtcri t Hut Keynes 
introduces an addition al f actor mins investment function 
namely , the marginal cfBcieniv of capital which ho regards 
as a more important determinant ot investment than (he 
rate of interest The marginal efficiency of capital m 
highly psychological factor so that a mere ri«c or fall m the 
rate of interest does not alway s affect the investment 
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existence of involuntary unemployment oxcess capacity in 
tho capital equipment and tho elastic nature of industrial 
production) an increase in investment leads to an increase 
in real income without delay Ici an underdeveloped 
economy on tho other hand on account of the inelasticity 
of tho supply of output, an increase in money investment 
merely spends itselt in generating mflationary pressure 

Q 5 Explain the concepts of the multiplier and the income 
velocily of money and carefully bring out the distinctions between 
the two (Poona 1960) 

Critically examine the theory of multiplier as nn instrument of 
dynamic analysis of economic changes (Gujarat 1960) 

1. Tho concept of income velocity of money was introduced by 
Keynes in his Tract on Monetary Reform The income 
velocity of money is defined as the ratio between the 
national incoino and the aggregate money supply If I* bo 
tho real national income and M tho aggregate money 
supply , the income velocity of money k - Yf JI Tho income 
lelocity measures the a\er« r e number of turns a unit of 
money is i ectivcd as income by the final income recipients 
during the period under consideration The income velocity 
of money is of greater relovance than the Fishcnne velocity 
of circulation of money in tbs ih termin ition of the price- 
level For the effect of a change in tho quantity of money 
upon the price level does not depend merely on tho 
quantity of money but on the supply of money relatively 
to the aggregate rea! income If an mere isc in tho quantity 
of money is accompanied bt a corresponding mcrcast in 
the real income the price level will not be affected sub 

btiintiaUy 

2 The conupt of multiplier was originally introduced by 
Prof Kahn He referred to employment multiplier which 
implies that tho increase in total < mplo\ incut as a result of 
nn inclement of investment is a multiple of tho primary 
mere iso in employment Keynes’ income multiplier 
implies that the increase in aggrcjite income is n multiple 
of the original increment of investment If &y bo the 
increase in aggregate income the increment of invest 
ment, then multiph r. 



The a aluo of k depends upon the marginal propensity to 
consume Higher the marginal propensity to consume, 
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of recovery Tho recovery from the bottom of depression 
13 slow and gradual 1 e cause a3 Prof Pigou has pomted 
out when the businessmen become pessimistic they can be 
persuaded to revise their outlook about future and to 
increase th level of investment only slowly and gradually 
But this is a non monetary factor 

7 Regarding the third characteristic feature of trade cycle 
namely periodicity Hawtrey contends that periodicity is 
not an inte ral part of th" trade cycle The observed 
periodicity of the trile cycle was due to the International 
Gold Stand ir 1 Under the Gold Standard the processes of 
expansion and contraction took almost the same time to 
work themselves o Jt Aft»r the breakdown of the Interna- 
tional Gold Standard the marked periodicity of cyclical 
fluctuations has disappeared 

The purely monetary theory stands as a discredited expla- 
nation of the phenomenon of trade cycle It is felt by the 
a ithonties on I nsine«s cycles like Hansen Hicks Kalecki 
and I stov that it completely neglects certain technical and 
psychological f ictors which pi ly an equally important role 
it not a more important role than the monetary factors 


Q 7 Explain carefully what Keynes meant by the statement 
that the trade cycle is mai ily flue to the way in whi h marginal 
efficiency of capital fluctuates (Nagpur 1959) 

I According to Keynes by far the most sigmficaut determi- 
nant of the levels of income and empl >yment in a capitalist 
society is the marginal efficiency of capital Th marginal 
efficiency of capital is the rate of discount which would 
make the present value of tbe series of annuities given by 
the returns expected from the capital asset during itB life 
just equal to its supply price In plain language, it refers 
to the expected rate of profit over the life time of tbe 
» capital asset 

Indeed the le\ ela of income and employment depend upon 
the three independent functions of the Keynesian system 
namely consumption function, liquidity function and 
investment function The consumption function is relative- 
ly stable as the t stes and h dnts of a population are not 
subject to freqient fluctuations The rate of interest does 
flu tu ite to a greater extent hut its effects ar not so sigm 
ficint The investment fund on is dependent upon two 
variables nameli tl e rate of interest and the marginal effi- 
ciency of capital of which 1 tter is more important (See 
Keynes’ General Theory, Ch 11, Sec V) 
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2 It logically follows that since the propensity to consume and 
tUo rate of interest are relatively Btablo fictors the expla- 
nation of the fluctuations in tlio levels of income, output 
and employment associated with the phenomenon of trade 
cycle lias to be sought m the state of the marginal efficiency 
of capital * The schedule of the marginal efficiency of 
capital i« of fundamental importance because it is mainly 
through this factor (much rooro than through the rato of 
interest) that the expectation of the future influences the 
present * 

3 According to Keynes the 1 oom is brought about by a rise 
in the marginal efficiency of capital which may bo due to 
an internal factor hko invention or on external fuctor like 
tlio opening up of the new channels of foreign trade The 
boom is brought to an end by the rising prices a3 full 
employment approaches The rising prices raiso the cost 
of production iu d the marginal efficiency of capital falls 

4 1 ho depression is brought about by a fall in the marginal 
efficiency of capital The depression aLo cannot continue 
indefinitely for two reasons First, in prosperous periods 
the businessmen pile up heavy stocks of raw materials and 
during depression the liquidation of these stocks is an 
important causo of disinvestment When these stocks are 
exhausted disinvestment stops Secondly, there is the flow 
of autonomous investment 

6 Keynes ilso explains the periodicity of the trade cycle The 
period of boom is dr trrmined by bottlenecks shortage of 
labour and capital The length of the depression depends 
upon the timo necessary for the wearing out and obsolescence 
ot the durablo capital equipment 

Q 8 Examine the role of the acceleration principle in cx 
plaining economic fluctuations (Gauhalj 1960) 

1 Tlio acceleration principle is a concept of recent origin which 
RuggcstB a technical relationship between consumption and 
investment The principle of acceleration states that the 
changes in investment are a function not of the absolute 
level of consumption but of the rate of growth of consump- 
tion so that a slight clmiyre in the demand .far xnufuinpvtum 
goods products a much more violent chango in the 
demand for ciptal goods The sue of the acceleration 
effect depends upon the capital output ratio and the dura- 
bility of the capital equipment 

J Prof J It Hicks has advanced an explanation of the 

■\ phenomenon of trade cycle exclusively in terms of the 
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acceleration principle in his recent book A Ccntnbut on to 
the Theory of Trade Cycle Thus he seeks to establish the 
fundamental thesis that trade cycle is essentially a non 
monetary phenomei on 

3 The boom !9 started by an initial spirt of invest n ml sav 
dne to an invention The rise ot investment above thci 
normal level Sets up the acceleration end multiplier effects^ 
so that the economy move9 upward But this upwarJ. 
movement cannot continue indefinitely on account of tho. 

full employment ceiling ’ As the economy hits the full' 
employment ceil ng the path of output turns dourwaids 
and the downswing hegms 

4 The downward movement al*o cannot continue indefinitely 

on account of the transformation of the acceleration ‘ Iho 
acceleration jrmciple does not woik in the downswing in 
the same v, ay &a m the upswing In the upswing there is nor 
limit to the acceleration effect but in the downswing there 
is a definite limit to the magnitude of thi rcceleration 
effect The volume of disu vestment cannot exceed tho 
deprctiat on Thus the downswing has a bo tom The 
economy creej a along tbia bottom fer sometime depend ng 
upon the excct-s capacity Once the excc«s capactyi* 
exhausted positive acceleration effect becomes operative 
again and the cycle can be repeated 1 

5 Thus Ricks provides a satisfactory explanation of the 
tumirg points of the trade cycle in terms of the accelera- 
tion principle He also provides an explanation of the 
periodicity of the cyclical fluctuations Since the system 
has a ceil ng and a floor output changes will oscillate 
between these two limits and tho very existence of theee 
limits ensures some soft of periodicity 

Q 9 Exilam what yen would consider to be the essential 
requirements of an adequate bnsiress cycle theory What do yon 
think of the view that every business cycle is a new historical incident 

(Delhi 1958) 

Explanation of the trade cycle will remain cont oversial bercusej 
there will always be difference in the relative emphasis placed on the] 
relevant technical and institntional factors Discuss (Delhi 1956,5 

1 A complete and adequate thcoiy of business cycle must b 
capable of explaining fully the cl aiscten«tic features of tf 
mnst*. c.v}Ja- 

why the processes of exp nsion and contraction aie cum 
lative in cl ar^cter Secondly it must account for tt 
alternations in the processes that is why the Loom giv 



